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U.S.  COMPETITIVENESS  IN  THE  GLOBAL 

MARKETPLACE 


TUESDAY,  MAY  18,  1993 

U.S.  Senate, 
Subcommittee  on  Foreign  Commerce  and  Tourism, 
Committee  on  Commerce,  Science,  and  Transportation, 

Washington,  DC. 
The  subcommittee  met,  pursuant  to  notice,  at  9:35  a.m.,  in  room 
SR-253  of  the  Russell  Senate  Office  Building,  Hon.  John  F.  Kerry 
(chairman  of  the  subcommittee)  presiding. 

Staff  members  assigned  to  this  hearing  Ivan  A.  Schlager,  staff 
counsel,  and  Troy  Cribb,  professional  staff  member;  and  Kevin  M. 
Dempsey,  minority  staff  counsel. 

OPENING  STATEMENT  OF  SENATOR  KERRY 

Senator  Kerry.  The  subcommittee  of  the  Commerce  Committee 
will  come  to  order. 

We  have  an  interesting  morning  planned  and  an  opportunity  to 
really  get  an  overview,  to  do  something  that  we  do  not  always  do 
here  in  the  Senate  in  hearings;  but  to  try  to  lay  a  record  which  ex- 
plores an  issue  in  some  depth. 

And  I  am  particularly  grateful  to  the  chairman  of  the  committee. 
Senator  Rollings,  for  supporting  the  subcommittee's  efforts  and 
this  committee's  efforts  to  proceed  in  this  area. 

We  have  with  us  this  morning  the  distinguished  former  Chair- 
man of  the  Federal  Reserve,  the  Honorable  Paul  Volcker,  on  our 
first  panel.  And  I  apologize  to  other  panels,  but  his  schedule  is 
such  that  we  need  to  listen  to  the  chairman's  comments  and  have 
a  round  of  questioning  and  then  get  him  back  to  New  York,  be- 
cause he  is  off  on  a  foreign  excursion  and  we  do  need  to  keep  the 
schedule  there. 

The  second  panel  consists  of  Dr.  Lester  Thurow  who  has  testified 
before  before  this  committee,  and  Mr.  Clyde  Prestowitz,  the  presi- 
dent of  the  Economic  Strategy  Institute.  And  then  a  third  panel, 
Mr.  William  Spriggs  of  the  Economic  Policy  Institute  and  Mr.  Rob- 
ert Houseman  of  the  Center  for  International  Environmental  Law. 

Let  me  just  say  a  few  words  as  an  opening  statement  in  laymen's 
terms  and  then  turn  to  the  chairman  if  I  may  and  then  to  my  rank- 
ing member,  Senator  Gregg. 

The  playing  field  of  trade  and  the  economic  global  marketplace 
has  obviously  changed  and  we  hear  a  lot  of  rhetoric  about  it.  And 
for  the  last  few  years,  we  have  been  dabbling  with  strategies  and 
really  trying  to  understand  what  is  happening  to  us. 

(1) 


We  are  currently  looking  at  the  implications  of  NAFTA.  We  have 
not  been  able  to  complete  the  last  round  of  GATT.  And  all  you  have 
to  do  is  look  at  the  books  that  begin  to  cross  our  desks  to  under- 
stand it. 

Last  week  I  received  "Prospering  in  a  Global  Economy,  Master- 
ing the  New  Role."  I  already  have  "Work  of  Nations,  Preparing 
Ourselves  for  the  21st  Century  Capitalism,"  "The  Silent  War,"  "In- 
side Global  News,"  "Battles  Shaping  American's  Future,"  and  obvi- 
ously "Head  to  Head,"  'Trading  Places,"  and  "Changing  Fortunes," 
the  work  product  of  each  of  our  first  three  panelists  this  morning. 

You  cannot  read  these  books  or  pick  up  an  article  dealing  with 
trade  without  recognizing  the  extraordinary  transition  that  is  tak- 
ing place. 

And  in  many  ways,  it  seems  to  me  we  are  on  a  road  to  a  con- 
frontation that  we  have  not  completely  understood  and  certainly 
not  reconciled  ourselves  with  in  this  country. 

We  have  expectations  that  others  are  going  to  play  by  a  basically 
Anglo-Saxon,  Western  notion  of  capitalism  and  how  the  rules  for 
that  game  work,  while  the  capitalism  is  being  pursued  by  many  of 
our  most  significant  competitors  does  not  bear  resemblance  to  that 
Anglo-Saxon  expectation. 

Some  say  the  Bretton  Woods  process  has  fallen  apart.  I  would 
say  that  it  was  imminently  successful,  but  that  it  is  now  outdated. 
In  fact,  it  may  have  been  successful  beyond  our  wildest  expecta- 
tions, because  it  did  permit  these  other  countries  to  develop  in  the 
way  that  they  did. 

But  now,  clearly,  we  need  to  reexamine  the  rules.  And  each  of 
our  panelists  has  suggested  different  ways  in  which  we  might  do 
that.  But  we  need  to  do  it,  it  is  clear. 

The  G7  has  lost  its  capacity  to  react,  except  perhaps  in  times  of 
crisis.  The  last  several  meetings  of  each  have  been  less  productive 
than  the  prior  one,  leaving  people  questioning  whether  that  act  can 
get  together  sufficiently  to  be  able  to  create  the  new  rules  that  we 
need  to  play  by. 

It  is  also  clear  that  the  median  incomes  of  Americans  are  drop- 
ping. The  real  wages  of  Americans  are  dropping.  There  are  more 
young  people  in  America  between  the  18  and  34  who  are  now  work- 
ing at  low-wage  jobs.  And  anybody  looking  at  the  playing  field  has 
to  ask  themselves  why  with  business  facing  all  of  the  requirements 
that  we  impose  in  this  country — from  liability  to  workmen's  comp 
to  environmental  requirements  right  through  the  line  of  zoning  and 
so  forth — why  there  is  not  going  to  be,  obviously,  an  even  greater 
flow  of  jobs  to  those  places  where  production  can  be  engaged  in  at 
such  a  lower  cost  and  less  hassle,  but  still  remains  viable  in  the 
larger  global  marketplace. 

These  trends  are  obviously  disturbing.  And  what  is  equally  dis- 
turbing is  the  dialog  in  the  Senate  and  in  the  House,  and  the  politi- 
cal dialog  of  this  country  tends  to  break  up  into  "It  is  either  free 
trade  or  it  is  protectionism.  But  there  is  not  a  lot  in  between." 

The  problem  is  there  is  a  lot  in  between.  An  examination  of  the 
approach  of  other  countries  cannot  help  but  leave  you  drawing  the 
conclusion  that  there  is  a  lot  in  between.  And  we  need  to  under- 
stand it  and  we  need  to  begin  to  think  about  how  we  are  going  to 


establish  a  set  of  rules  by  which  nations  can  engage  in  this  process 
we  call  trade  and  can  begin  to  work  out  a  new  set  of  agreements. 

There  are  many  new  ingredients  of  that  process.  For  instance — 
and  this  is  one  reason  why  we  have  an  environmental  panelist — 
obviously  the  NAFTA  side  agreements  and  negotiations  on  the  en- 
vironment and  other  implications  of  environment  are  serious  with 
respect  to  these  rules. 

If  one  country's  environmental  laws  can  be  considered  to  be  a 
nontariff  trade  barrier  or  the  lack  therefor  can  considered  to  be  a 
subsidy,  you  clearly  have  a  need  to  work  out  an  understanding 
with  respect  to  those  efforts  and  particularly  as  the  demands  of  en- 
vironmental clean  up  and  resource  allocation  and  management  be- 
come even  greater  as  we  go  down  the  road. 

So,  these  are  enormous  issues.  And  what  is  very  clear  to  me  as 
one  Senator — and  I  think  the  chairman  shares  this — is  that  we  are 
playing  in  a  sort  of  vacuum.  To  a  certain  degree,  we  are  playing 
witn  a  lack  of  understanding,  although  there  are  many  individual 
things  we  do  understand. 

We  certainly  understand  what  happened  to  the  semiconductors. 
We  certainly  understand  what  happened  to  steel.  We  certainly  un- 
derstand what  has  happened  to  automobiles.  We  certainly  under- 
stand what  has  happened  to  other  sectors  of  our  economy  where  we 
have  not  paid  attention  to  this  difference  between  how  we  perceive 
the  behavior  standard  within  the  marketplace  and  how  other  peo- 
ple not  only  perceive  it,  but  are  acting  it  out. 

So,  today  we  really  want  to  turn  to  some  experts  to  try  to  under- 
stand better  who  is  doing  what  to  whom,  what  is  the  impact  of 
what  we  do  to  each  other  and  what  courses  of  action  we  can  take 
in  an  effort  to  try  to  establish  some  better  rules  by  which  we  can 
all  engage  in  solid  enterprise  without  resorting  to  trade  wars  or 
without  seeing  the  system  intractably  break  down. 

And  that  is  our  task  today.  And  I  am  delighted  that  we  have 
such  expertise  to  share  some  thoughts  with  us  regarding  it. 

Mr.  Chairman. 

The  Chairman.  Well,  let  me  commend  Chairman  Kerry  on  taking 
on  this  initiative  and  giving  leadership  in  the  field  of  foreign  com- 
merce. I  have  a  prepared  statement  and  I  will  ask  that  it  be  in- 
cluded in  the  record.  And  in  the  light  of  Chairman  Volcker's  pres- 
sure of  time  here,  I  look  forward  to  hearing  him. 

And  we  do  appreciate  him.  and  Lester  Thurow  and  Clyde 
Prestowitz.  You  have  got  a  distinguished  panel.  And  I  would  like 
to  hear  them  as  much  as  we  can. 

Thank  you. 

[The  prepared  statement  of  Senator  Rollings  follows:] 

Prepared  Statement  of  Senator  Hollings 

Today  the  commitlee  is  holding  another  in  its  series  of  important  hearings  on  U.S. 
competitiveness.  One -half  century  ago,  in  the  wake  of  World  War  II,  America  com- 
mitted itself  to  rebuilding  Western  Europe,  Japan,  and  to  leading  the  Western  alli- 
ance. This  commitment  was  a  fundamental  aeparture  from  America's  isolationist 
past,  but  it  reaped  huge  rewards.  Today,  in  the  wake  of  the  U.S.  triumph  in  the 
cold  war,  we  must  devote  the  same  degree  of  commitment  and  sacrifice  to  rebuilding 
our  own  economy. 

First,  we  must  face  up  to  the  fact  that  our  decade-long  daydream  of  free-lunch 
budgets  has  sapped  the  Nation's  economic  strength.  We  also  must  rethink  U.S. 
trade  policy.  Over  the  last  decade,  the  one  word  that  can  properly  characterize  U.S. 


trade  policy  is  "appeasement" — to  maintain  cold  war  alliances,  U.S.  trade  nego- 
tiators were  forcea  to  make  concessions  that  allowed  others  to  enjoy  unfettered  ac- 
cess to  U.S.  markets,  without  allowing  reciprocal  access  for  American  trade  abroad. 
We  must  reverse  this  trend. 

This  town  is  abuzz  with  talk  about  U.S.  exports  and  job  creation.  Two  points  must 
be  made:  (1)  to  be  an  export  superpower,  the  United  States  is  going  to  have  to  be 
competitive  in  its  own  market,  and  (2)  what  the  United  States  exports  is  important. 
Protection  of  the  U.S.  jobs  base  should  be  our  focus.  Although  we  all  want  to  expand 
trade,  it  should  not  come  at  the  expense  of  the  American  workforce,  which  has  suf- 
fered a  steady  decline  in  real  wages  for  two  decades. 

To  arrest  this  decline  in  real  income,  to  rebuild  the  middle  class,  will  require  a 
fundamentally  different  approach  to  trade  policy,  one  not  wedded  to  economic  theo- 
ries based  on  the  past.  We  must  recognize  that,  around  the  world,  governments 
have  actively  created  comparative  advantage,  be  it  with  Europe's  Airous,  Korea's 
steel  industry,  or  the  Japanese  Ministry  of  Finance's  intervention  in  the  Japanese 
stock  market. 

The  U.S.  trade  policy  must  adapt  to  the  fundamental  changes  that  have  taken 
place  in  the  international  economy.  We  must  recognize  that  government  should  play 
a  central  role  in  rebuilding  the  strength  of  the  U.S.  manuiacturing  base.  Govern- 
ment must  lift  the  burden  of  debt  that  sans  our  ability  to  compete.  Government 
must  be  committed  to  a  technology  policy  that  turns  scientific  breakthroughs  into 
commercial  triumphs.  And,  finally,  government  must  be  committed  to  a  trade  policy 
that  aggressively  protects  American  commercial  interests.  To  that  end,  I  look  for- 
ward to  working  with  my  colleague  Senator  Kerry  and  others.  I  welcome  our  distin- 
guished group  of  witnesses  to  the  hearing  today. 

Senator  Kerry.  Senator  Gregg. 

OPENING  STATEMENT  OF  SENATOR  GREGG 

Senator  Gregg.  Well,  I  want  to  thank  the  chairman  for  holding 
these  hearings.  I  think  they  will  be  most  informative. 

There  are  a  lot  of  different  issues  that  play  on  the  issues  of 
trade.  And  I  do  not  think  we  can  narrow  it  down  to  one  item  being 
the  cause  of  the  U.S.  problems,  to  the  extent  those  problems  affect 
various  industries. 

But  clearly  one  area  that  I  would  be  interested  in  is  the  whole 
issue  of  capital  formation  and  savings  in  this  country  and  to  what 
extent  the  panels  feel  that  our  present  tax  policy  or  Federal  policies 
are  affecting  our  competitiveness  internationally  in  those  two 
areas. 

Thank  you. 

Senator  Kerry.  Thank  you.  Senator  Gregg. 

Mr.  Chairman,  thank  you  very  much  for  being  with  us  and  we 
welcome  your  opening  statement. 

STATEMENT  OF  HON.  PAUL  VOLCKER,  CHAIRMAN,  J.D. 

WOLFENSOHN  &  CO. 

Mr.  VoLCKER.  Well,  thank  you,  Senator  Kerry  and  other  Sen- 
ators. I  appreciate  your  indulgence  in  permitting  me  to  go  ahead 
here  and  starting  a  little  early. 

I  do  not  get  tne  chance  to  come  down  here  so  often  any  more. 
You  have  given  us  a  very  difficult  issue  to  talk  about.  You  talk 
about  the  change.  Senator  Kerry,  in  the  world  and  how  we  adapt. 
I  do  not  think  anybody  has  all  the  answers  to  that. 

We  are  in  a  change  of  transition  in  many  respects.  Perhaps  you 
will  find  me  still  an  old-fashioned,  relatively  liberal  trader,  but  that 
is  the  way  it  is.  And  some  of  those  old  Anglo-Saxon  rules  still  will 
work  reasonably  effectively. 

Let  me  say,  first  of  all,  and  emphasize  the  point  I  have  in  my 
written  statement,  that  the  economic  performance  of  almost  all  the 


economically  advanced  nations  around  the  world  has  been  quite 
unsatisfactory  for  some  time. 

On  both  the  continent  of  Europe  and  in  Japan,  economic  condi- 
tions are  as  sluggish  as  at  any  time  in  my  personal  memory.  We 
have  some  expansionary  forces  at  work,  presumably,  in  the  UK  and 
Canada  and  Australia,  but  that  follows  long  recessions.  And  the  re- 
covery even  there  seems  rather  weak  and  uneven. 

Perhaps  the  United  States  has  the  clearest  prospects  for  sustain- 
ing growth.  That  is  not  saying  much  in  the  league  in  which  we  are 
operating.  The  growth  of  the  United  States  has  not  been  fast 
enough  to  reduce  unemployment  by  much  and  I  expect  that  will  re- 
main true  for  some  time. 

Now  one  of  the  factors  accounting  for  expectations  of  only  modest 
growth  in  the  United  States  is,  in  fact,  the  difficulty  of  expanding 
exports  when  there  is  so  much  sluggishness  abroad.  And  the  con- 
verse is  true  as  well.  Our  trading  partners  will  not  be  able  to  look 
to  the  United  States  to  be  a  powerful  engine  for  growth  under  cur- 
rent conditions  and  the  current  outlook. 

And  I  think  there  is  more  than  a  negligible  risk  that  relatively 
weak  performance  in  one  major  area  of  the  world  will  damp  down 
already  restrained  performance  in  other  areas.  And  the  result  of 
that  is  to  leave  the  economies  in  transition  in  much  of  the  develop- 
ing world  particularly  vulnerable. 

There  are  some  areas,  most  particularly  in  Southeast  Asia  where 
really  vigorous  expansion  is  in  progress.  But  those  countries  are 
not  important  enough  economically  yet  to  propel  world  business 
forward. 

Instead  the  danger  is  that  the  sluggishness  of  the  industrialized 
world  will  undercut  prospects  of  sustaining  growth  in  parts  of  the 
developing  world.  I  am  particularly  concerned  about  Latin  America, 
where  conditions  are  already  less  favorable  than  a  year  or  two  ago. 

And  there  may  be  a  tendency  to  close  markets  in  the  West  for 
countries  in  Central  and  Eastern  Europe,  countries  that  are  strug- 
gling to  open  their  own  markets  and  to  establish  more  democratic 
political  systems.  I  am  afraid  we  already  see  that  tendency  at  work 
in  specific  instances. 

For  a  variety  of  reasons,  none  of  that  seems  to  me  susceptible  to 
a  quick  cure.  The  fashionable  imagery  for  a  jump  start  for  the 
American  or  the  world  economy  seems  to  me  entirely  misplaced. 
The  difficulties  are  infinitely  more  complex,  varied,  and  deep-seat- 
ed than  the  analogy  of  a  dead  battery,  easily  replaced  or  recharged, 
can  begin  to  suggest. 

The  more  apt  comparison  would  be  the  combination  of  time,  med- 
icine, and  strong  will  required  to  rebuild  strength  and  full  vigor 
after  a  debilitating  illness. 

Fortunately,  I  believe  that  here  in  the  United  States,  our  process 
of  recuperation,  slow  as  it  may  seem  to  be,  is  in  fact  proceeding 
about  as  fast  as  could  be  anticipated,  given  the  excesses  of  earlier 
years  in  the  debt  overhang.  And  particularly,  the  returning 
strength  of  the  American  banking  and  financial  system  after  the 
debacle  of  the  1980's  seems  to  me  really  remarkable,  suggesting 
that  concern  about  a  self-induced  credit  crunch  may  soon  recede. 


At  the  same  time,  prospects  for  much  greater  price  stability  in 
the  years  ahead  seem  to  be  more  generally  accepted,  helping  to  re- 
duce interest  rates  to  the  lowest  level  seen  for  many  years. 

While  speculative  overbuilding  and  a  sense  of  ample  industrial 
capacity  will  continue  to  restrain  important  areas  of  investment, 
strong  competition,  pressures  for  greater  efficiency,  and  the  rapid- 
ity of  technological  change  are  all  spurring  modernization  efforts. 

There  are,  I  think,  clear  signs  of  significant  productivity  gains  in 
a  stronger  international  competitive  position  for  the  UnitecTStates. 
In  my  opinion,  all  of  these  factors  are  much  more  important  to  the 
future  of  the  American  economy  and  exports  than  any  possibility 
of  government-directed  industrial  or  technology  policies  or  man- 
aged trade. 

Plainly,  we  still  have  a  huge  problem.  A  lot  more  national  sav- 
ings win  be  needed  to  support  high  levels  of  investment  and  a 
stronger  trade  position.  And  they  are  both  necessary  ingredients  of 
a  dynamic  growing  economy. 

In  that  light,  it  strikes  me  as  both  highly  important  and  promis- 
ing that  the  idea  is  finally  taking  hold  that  we  must,  as  a  matter 
of  first  priority,  deal  with  our  chronic  budget  deficit.  The  hard  fact 
is  that  no  other  approach  is  available  to  increase  the  amount  of  net 
savings  the  Nation  requires  to  support  our  own  aspirations. 

Fortunately,  our  new  President  has  articulated  that  point  with 
great  effectiveness.  At  this  stage,  Mr.  Clinton's  program  is  of 
course  more  prospect  than  practice.  As  the  next  step,  it  is  up  to  the 
Congress  to  enact  the  basic  elements  in  the  weeks  ahead. 

In  urging  that  course  upon  you,  however,  I  must  add  that  the 
measures  that  the  President  has  proposed  thus  far  can,  in  my  judg- 
ment, only  be  a  first  step  toward  achieving  balance  in  the  Federal 
budget. 

I  realize  the  medium  term  "budgetary  outlook"  is  always  uncer- 
tain and  will  be  affected  by  the  new  proposals  for  national  health 
care  the  President  will  shortly  set  down.  But  all  my  experience  and 
my  judgment  suggests  that  much  stronger  measures  will  need  to 
be  taken  if  an  approach  to  budgetary  balance  is  to  be  achieved  in 
this  century. 

And  those  measures  will  need  to  include  restraining  growth  in 
entitlement  programs.  All  of  that  is  directly  relevant  to  the  trade 
deficits  that  seem  so  troublesome  today. 

As  a  country  with  an  exceptionally  high  rate  of  consumption, 
with  a  chronically  low  savings  rate  and  with  a  budget  deficit  that 
absorbs  one-half  or  so  of  those  savings,  we  will  necessarily  have  an 
unsatisfactorily  low  rate  of  investment  or  borrow  huge  amounts  of 
capital  from  abroad  or  do  both. 

That  is  essentially  a  description  of  the  situation  of  the  United 
States  and  it  has  been  for  a  decade.  It  is  fundamental  to  an  expla- 
nation of  why  our  trade  deficit  seems  so  intractable,  even  in  the 
face  of  sizable  depreciation  of  the  dollar,  new  restraints  in  some  of 
our  most  important  imports  and  visible  progress  toward  opening 
markets  for  some  of  our  principal  trading  partners. 

Unless  we  come  to  grips  with  the  basic  fact  that  as  a  nation  we 
save  too  little  and  consume  too  much,  depreciation  of  the  dollar 
could  only  make  us  poorer  and  weaker.  More  rapid  opening  of  other 
markets,  important  and  constructive  as  that  would  be,  will  not  cure 


our  trading  deficits.  And  to  resort  in  frustration  to  closing  our  mar- 
kets would  be  in  the  end  to  undercut  the  open  trading  order  that 
has  supported  the  growth  and  prosperity  of  the  Western  world. 

Now  I  recognize  the  American  market  is  certainly  among  the 
most  open  in  all  the  world.  That  is  still  true  despite  the  number 
of  nontariff  barriers  imposed  in  the  past  decade  or  more,  barriers 
that  by  some  estimates  cover  as  much  as  one-third  of  all  imports. 

We  are  all  familiar  with  policies  and  actions  of  others  that  hinder 
and  displace  our  exports  in  areas  where  we  have  had  a  strong  com- 
parative advantage,  including  agriculture,  aerospace,  and  high- 
technology  sectors.  Even  where  most  official  barriers  to  our  exports 
have  been  eliminated  or  greatly  reduced,  as  in  the  case  of  Japan, 
old  customs  and  ingrained  cultural  patterns  may  effectively  block 
imports  of  our  manufactured  goods. 

Resistance  to  direct  investment  by  American  and  other  foreign 
companies  and  Japanese  enterprises  may  itself  reduce  our  export 
opportunities.  We  plainly  have  a  strong  and  legitimate  economic  in- 
terest in  seeing  barriers  to  our  exports  reduced  and  curtailing  trade 
and  other  subsidies  distorting  trade  and  in  resisting  flagrant 
dumping. 

Moreover,  as  a  practical  matter,  political  support  in  this  country 
for  an  open  multilateral  trading  system  rests  on  a  perception  of 
progress  in  dealing  with  these  areas.  The  only  real  question  can  be 
how  best  to  proceed  in  seeking  those  goals,  recognizing  that  in  the 
end  the  interests  of  the  United  States  coincide  with  those  of  our 
trading  partners  in  an  open,  harmonious  trading  order. 

I  realize  there  is  no  simple  or  easy  answer  to  that  question.  In 
particular,  I  realize  that  the  present  administration,  like  its  recent 
predecessors,  finds  it  necessary  from  time  to  time  to  threaten  re- 
strictions on  access  to  our  markets  in  the  absence  of  reasonable 
progress  toward  access  by  U.S.  companies  to  foreign  markets. 

Inevitably,  too,  progress  in  one  set  of  international  negotiations 
will  have  a  bearing  on  the  possibility  of  agreement  on  other  areas. 
But  it  is  equally  true  that  without  some  guiding  principles,  agreed 
objectives  and  recognition  of  the  realities  of  the  present  situation, 
a  succession  of  ad  hoc  pragmatic  approaches  will  do  grave  damage 
to  prospects  for  an  open  trading  system. 

In  that  spirit,  I  will  conclude  with  a  few  broad  observations. 
First,  given  the  unsatisfactory  world  economic  situation,  the  politi- 
cal temptation  to  resort  to  unilateral  restraints  on  trade  in  many 
countries  is  strong.  Correspondingly,  the  risks  of  tit-for-tat  retalia- 
tion are  larger  than  in  the  past. 

Second,  failure  to  find  a  satisfactory  conclusion  to  the  long-await- 
ed GATT  round  this  year  would  add  greatly  to  the  danger.  One  ob- 
vious result  would  be  to  delay  the  potential  gains  from  further  lib- 
eralization of  trade.  But  that  to  me  is  the  least  of  the  problem. 

More  important,  given  the  immediate  circumstances,  would  be 
the  psychological  and  symbolic  reinforcement  in  the  United  States 
and  elsewhere  of  thoughts  to  resort  to  unilateral  action,  skirting  or 
even  ignoring  GATT  rules  and  disciplines  on  the  basis  that  that  or- 
ganization is  impotent  and  discredited. 

Then  we  would  face  the  clear  and  present  danger  of  undercutting 
the  recovery  and  future  growth  of  the  world  economy. 
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Third,  no  doubt  important  and  difficult  issues  on  the  inter- 
national agenda  are  assuming  greater  urgency.  The  areas  of  envi- 
ronmental protection,  arms  control,  human  rights,  and  the  treat- 
ment of  labor  and  investment  are  cases  in  point. 

Some  of  those  issues  bear  fairly  directly  on  trade,  others  only 
tangentially.  But  in  either  case,  there  are  practical,  political,  and 
conceptual  limitations  on  our  ability  to  tie  progress  on  those  issues 
to  already  complicated  and  contentious  areas  of  trade  negotiations. 

Moreover  the  evidence  seems  to  me  quite  clear  that  given  time, 
progress  toward  a  liberal  multilateral  trading  order  will,  for  fun- 
damental reasons,  ordinarily  in  and  of  itself  promote  progress  to- 
ward an  open  political  system  with  greater  respect  for  the  environ- 
ment and  human  rights. 

Fourth,  that  circumstance  seems  to  me  relevant  to  consideration 
of  both  the  North  American  Free  Trade  Agreement  and  continu- 
ation of  most-favored-nation  treatment  for  China.  In  both  cases, 
the  negotiation  of  maintenance  of  trade  agreements  might  appro- 
priately provide  the  occasion  for  reminding  our  partners  to  the  im- 
portance we  attach  to  other  areas. 

In  some  cases,  it  may  well  be  possible  to  reach  common  under- 
standings about  specific  approaches  of  policies  in  related  areas, 
particularly  when  our  concerns  parallel  those  of  the  broader  world 
community. 

But  experience  also  suggests  that  efforts  to  attach  essentially  po- 
litical conditions  on  trading  agreements  or  to  attempt  to  force  our 
policy  demands  by  unilateral  trade  restraints  will  be  successful,  if 
at  all,  only  in  rather  unusual  or  extreme  circumstances.  If  the  re- 
sult is  simply  to  undercut  open  trade,  the  results  will  be  counter- 
productive. 

In  essence,  what  I  am  urging  in  all  these  negotiations  and  in  our 
approach  to  trade,  is  that  we  recognize  the  fundamental  impor- 
tance of  first  getting  our  own  fiscal  and  economic  house  in  order 
and  second,  the  benefits  to  the  United  States  of  political  as  well  as 
economic  terms  of  open  and  nondiscriminatory  trade. 

We  at  long  last  have  a  real  chance  of  working  toward  budget  bal- 
ance in  a  context  of  economic  growth  and  stability.  A  strong  GATT 
with  clear  and  more  effective  international  rules  and  dispute  settle- 
ment procedures  is  in  our  interests,  and  within  the  collective  grasp 
of  Europe,  Japan,  and  the  United  States  to  achieve. 

We  benefit  today  and  we  will  in  the  future  from  open  trade  with 
Mexico  and  from  the  growth  of  China.  And  by  our  actions  now,  we 
can  reinforce  that  prospect. 

Pragmatism  and  leverage  have  their  place  in  trade  policy  as  else- 
where. But  in  the  exercise  of  the  pragmatism  and  leverage,  we  bet- 
ter not  lose  sight  of  the  central  objective  of  a  liberal  trading  order. 
That  is  an  objective  the  United  States,  as  champion  for  one-half  a 
century,  to  its  benefit  and  to  that  of  forces  of  openness  in  economic 
progress  all  over  the  world. 

It  seems  to  me  the  essence  of  hard-headed  pragmatism  to  recog- 
nize that  there  is  no  satisfactory  substitute  for  continued  American 
leadership  in  that  respect  today. 

Thank  you. 

[The  prepared  statement  of  Mr.  Volcker  follows:] 


Prepared  Statement  of  Paul  Volcker 

You  have  asked  that  I  discuss  with  vou  this  morning  some  general  areas  of  trade 
policy  and  their  relationship  to  the  global  and  American  economic  situation.  I  am 
glad  to  do  so.  with  the  understanding  that  I  can  claim  no  special  expertise  in  the 
details  of  many  of  the  trade  negotiations  currently  underway. 

This  opening  statement  is  relatively  brief,  but  1  would  like  to  make  a  few  general 
points  to  help  set  the  stage  for  our  subsequent  discussion. 

I  am  sure  you  are  well  aware  that  the  economic  performance  of  most  economically 
advanced  nations  has  for  some  time  been  unsatisfactory.  On  both  the  continent  of 
Europe  and  in  Japan,  economic  conditions  are  as  sluggish  as  at  any  time  in  mem- 
ory. Expansionary  forces  after  long  recessions  in  the  U.K.,  in  Canada,  and  in  Aus- 
tralia, are  in  varying  degrees  stiU  rather  weak  and  uneven.  Perhaps  the  United 
States  has  clearest  prospects  for  sustaining  growth,  but,  as  you  know,  that  growth 
has  not  been  fast  enough  to  reduce  unemployment  by  much,  and  that  may  remain 
true  for  some  time. 

One  of  the  factors  accounting  for  expectations  of  only  modest  growth  in  the  United 
States  is  the  difficulty  of  expanding  exports  in  the  face  of  the  slugpshness  abroad. 
Conversely,  our  trading  partners  will  not  be  able  to  look  to  the  United  States  to  be 
a  powerful  engine  for  growth.  Indeed  there  is  more  than  a  negligible  risk  that  rel- 
atively weak  performance  in  one  major  area  of  the  world  will  damp  down  already 
restrained  performance  in  other  areas. 

Among  tne  most  vulnerable  are  the  economies  in  transition  and  much  of  the  de- 
veloping world.  Fortunately,  there  are  some  areas,  most  particularly  South  East 
Asia,  where  really  vigorous  expansion  is  in  progress.  But  those  countries  are  not  im- 
portant enough  economically  to  propel  world  business  forward.  Instead,  the  danger 
is  that  the  sluggishness  of  the  industrialized  world  will  undercut  prospects  for  sus- 
taining growth  in  Latin  America,  where  conditions  already  seem  less  favorable  than 
a  year  or  two  ago,  and  will  in  practice  lead  to  a  tendency  to  close  markets  In  the 
West  for  countries  in  Central  and  Eastern  Europe  struggling  to  open  markets  and 
establish  more  democratic  political  systems. 

For  a  variety  of  reasons,  none  of  that  seen\s  to  me  susceptible  to  a  quick  cure. 
The  fashionable  imagery  of  a  "jump  start"  for  the  American  or  the  world  economy 
seems  to  me  entirely  misplaced.  The  difficulties  are  infinitely  more  complex,  varied, 
and  deep-seated  than  the  analogy  of  a  dead  battery,  easily  replaced  or  recharged, 
can  begin  to  suggest.  The  more  apt  comparison  would  be  the  combination  of  time, 
medicine,  and  strong  will  required  to  rebuild  strength  and  full  vigor  after  a  debili- 
tating illness. 

Fortunately,  I  believe  that  here  in  the  United  States  that  process  of  recuperation, 
slow  as  it  may  be,  is  in  fact  proceeding  about  as  fast  as  could  be  anticipated,  given 
the  excesses  of  earlier  years  and  the  debt  overhang.  In  particular,  the  returning 
strength  of  the  American  banking  and  financial  system  after  the  debacle  of  the 
1980's  seems  to  me  remarkable,  suggesting  that  concern  about  a  self-induced  "credit 
crunch"  may  soon  recede.  At  the  same  time,  prospects  for  much  greater  price  stabil- 
ity in  the  years  ahead  seem  to  be  more  generally  accepted,  helping  to  reduce  inter- 
est rates  to  the  lowest  levels  seen  for  many  years.  Wriile  speculative  overbuilding 
and  a  sense  of  ample  industrial  capacity  will  continue  to  restrain  important  areas 
of  investment,  strong  competition,  pressures  for  greater  efficiency,  and  the  rapidity 
of  technological  change  are  all  spurring  modernization  efforts.  There  are  clear  signs 
of  significant  productivity  gains  and  a^  stronger  international  competitive  position. 
In  my  opinion,  all  these  factors  are  much  more  important  to  the  future  of  American 
economy  and  exports  than  any  possibilities  of  Government-directed  industrial  or 
technology  policies  or  managed  trade. 

Plainly,  we  still  have  a  huge  problem:  A  lot  more  national  savings  will  be  needed 
to  support  high  levels  of  investment  and  a  stronger  trade  position — both  necessary 
ingredients  of  a  dynamic,  growing  economy. 

In  that  light,  it  strikes  me  as  both  highly  important  and  promising  that  the  idea 
is  taking  hold  that  we  must,  as  a  matter  of  first  priority,  deal  with  our  chronic 
budget  deficit.  The  hard  fact  is  that  no  other  approach  is  available  to  increase  the 
amount  of  net  savings  the  nation  requires  to  support  our  own  aspirations.  Fortu- 
nately, our  new  President  has  articulated  that  point  with  great  efTectiveness. 

At  this  stage,  Mr.  Clinton's  program  is,  of  course,  more  prospect  than  practice;  as 
the  next  step,  it  is  up  to  Congress  to  enact  the  basic  elements  in  the  weeks  ahead. 
In  urging  that  course  upon  you,  however,  I  must  add  that  the  measures  that  the 
President  has  proposed  thus  far  can,  in  my  judgment,  only  be  a  first  step  toward 
achieving  balance  in  the  Federal  budget. 

I  realize  that  the  medium  term  budgetary  outlook  is  always  uncertain,  and  will 
be  affected  by  the  new  proposals  for  national  health  care  the  President  will  shortly 
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set  out.  But  all  my  experience  and  my  judgment  suggests  that  much  stronger  meas- 
ures will  need  to  be  taken  if  an  approach  to  budgetary  balance  is  to  be  achieved 
in  this  century — and  those  measures  will  need  to  include  restrained  growth  in  enti- 
tlement programs. 

All  of  that  is  directly  relevant  to  the  trade  deficits  that  seem  so  troublesome 
today.  A  country  with  an  exceptionally  high  rate  of  consumption,  with  a  chronically 
low  savings  rate,  and  with  a  budget  deficit  that  absorbs  half  or  more  of  those  sav- 
ings will  necessarily  have  an  unsatisfactorily  low  rate  of  investment  or  borrow  huge 
amounts  of  capital  from  abroad,  or  both.  That  essentially  is  a  description  of  the  situ- 
ation of  the  United  States,  and  it  has  been  for  a  decade.  It  is  fundamental  to  an 
explanation  of  why  our  trade  deficit  has  seemed  so  intractable  even  in  the  face  of 
sizable  depreciation  of  the  dollar,  new  restraints  on  some  of  our  most  important  im- 
ports, and  visible  progress  toward  opening  markets  by  some  of  our  principal  trading 
partners. 

Unless  we  come  to  grips  with  the  basic  fact  that,  as  a  nation,  we  save  too  little 
and  consume  too  much,  depreciation  of  the  dollar  could  only  make  us  poorer  and 
weaker.  More  rapid  opening  of  other  markets,  important  and  constructive  as  that 
would  be,  wouldn't  cure  out  trading  deficits.  And  to  resort  in  frustration  to  closing 
our  markets  would,  in  the  end,  be  to  undercut  the  open  trading  order  that  has  sup- 
ported the  growth  and  prosperity  of  the  Western  world. 

I  recognize  the  huge  American  market  is  among  the  most  open  in  all  the  world. 
That  is  still  true  despite  the  number  of  non -tariff  carriers  imjposed  in  the  past  dec- 
ade and  more — barriers  that  by  some  estimates  cover  as  mucn  as  a  third  of  all  im- 
ports. We  are  all  familiar  with  policies  and  actions  of  others  that  hinder  and  dis- 
place our  exports  in  areas  where  we  have  had  a  strong  comparative  advantage,  in- 
cluding agriculture,  aerospace,  and  other  "high  tech"  sectors.  Even  when  most  offi- 
cial barriers  to  our  exports  have  been  eliminated  or  greatly  reduced,  as  in  the  case 
of  Japan,  old  customs  and  ingrained  cultural  patterns  may  effectively  block  imports 
of  manufactured  goods.  Resistance  to  direct  investment  by  American  and  other  for- 
eign companies  in  Japanese  enterprises  may  itself  reduce  our  export  opportunities. 

We  plainly  have  a  strong  and  legitimate  economic  interest  in  seeing  barriers  to 
our  exports  reduced,  in  curtailing  export  and  other  subsidies  distorting  trade,  and 
in  resisting  flagrant  dumping.  N'^reover,  as  a  practical  matter,  political  support  in 
this  country  for  an  open  multilateral  trading  system  rests  upon  a  perception  of 
progress  in  dealing  with  these  areas. 

Trie  only  real  question  can  be  how  best  to  proceed  in  seeking  those  goals,  recogniz- 
ing that  in  the  end  the  interests  of  the  United  States  coincide  with  that  of  our  trad- 
ing partners  in  an  open,  harmonious  trading  order.  I  realize  there  is  no  simple  and 
easy  answer  to  that  question.  In  particular,  I  realize  that  the  present  Adnunistra- 
tion,  like  its  recent  predecessors,  finds  it  necessary  from  time  to  time  to  threaten 
restrictions  on  access  to  our  markets  in  the  absence  of  reasonable  progress  toward 
access  by  U.S.  companies  to  foreign  markets.  Inevitably,  too,  progress  in  one  set  of 
international  negotiations  will  have  a  bearing  on  the  possibility  of  agreement  in 
other  areas.  But  it  is  equally  true  that  without  some  guiding  principles,  agreed  ob- 
jectives, and  recognition  of  the  realities  of  the  present  situation  that  a  succession 
of  ad  hoc  "pragmatic"  approaches  will  do  grave  damage  to  prospects  for  an  open 
trading  system. 

In  that  spirit,  I  will  conclude  with  a  few  broad  observations: 

•  Given  the  unsatisfactory  world  economic  situation,  the  political  temptation  to 
resort  to  unilateral  restraints  on  trade  in  many  countries  are  strong.  Correspond- 
ingly, the  risks  of  "tit-for-tat"  retaliation  are  larger  than  in  the  past. 

•  Failure  to  find  a  satisfactory  conclusion  to  the  long-awaited  GATT  round  this 
year  would  add  greatly  to  the  danger.  One  obvious  result  would  be  to  delay  the  po- 
tential gains  from  further  liberalization  of  trade.  But  that,  to  me,  is  the  least  of  the 

[)roblem.  More  important,  given  the  immediate  circumstances,  would  be  the  psycho- 
ogical  and  symbolic  reinforcement  that  would  be  provided  those  in  the  United 
States  and  elsewhere  prepared  to  resort  to  unilateral  action,  skirting  or  even  ignor- 
ing GATT  rules  and  disciplines  on  the  basis  that  the  organization  was  impotent  and 
discredited.  Then  we  would  face  the  clear  and  present  danger  of  undercutting  the 
recovery  and  future  growth  of  the  world  economy. 

•  No  doubt  important  and  difTicult  issues  on  the  international  agenda  are  assum- 
ing greater  urgency.  The  areas  of  environmental  protection,  arms  control,  human 
rights  and  the  treatment  of  labor  and  investment  are  cases  in  point.  Some  of  these 
issues  bear  fairly  directly  on  trade;  others  only  tangentially.  But  in  either  case, 
there  are  practical,  political,  and  conceptual  limitations  on  our  ability  to  tie  progress 
on  those  issues  to  already  complicated  and  contentious  areas  of  trade  negotiations. 
Moreover,  the  evidence  seems  to  me  auite  clear  that,  given  time,  progress  toward 
a  liberal  multilateral  trading  order  will,  for  fundamental  reasons,  ordinarily  in  and 
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of  itself  promote  progress  toward  an  open  political  system,  with  greater  respect  for 
the  environment  and  human  rights. 

•  That  circumstance  seems  to  me  relevant  to  consideration  of  both  the  North 
American  Free  Trade  Agreement  and  continuation  of  Most  Favored  Nation  treat- 
ment for  China.  In  both  cases,  the  negotiation  or  maintenance  of  trade  agreements 
might  appropriately  provide  an  occasion  for  reminding  our  partners  of  tne  impor- 
tance we  attach  to  otner  areas.  In  some  cases,  it  may  well  be  possible  to  reach  com- 
mon understandings  about  specific  approaches  or  policies  in  related  areas,  particu- 
larly when  our  concerns  parallel  those  of  the  broader  world  community.  But  experi- 
ence also  suggests  efforts  to  attach  essentially  political  conditions  on  trading  agree- 
ments or  to  attempt  to  enforce  our  policy  demands  by  unilateral  trade  restraints  will 
be  successful,  if  at  all,  only  in  rather  unusual  or  extreme  circumstances.  And,  if  the 
result  is  simply  to  undercut  open  trade,  the  results  will  be  counter-productive. 

In  essence,  what  I  am  urging  is  that  in  all  these  negotiations,  and  in  our  approach 
to  trade,  we  recognize  the  fundamental  importance  of,  first,  getting  our  own  fiscal 
and  economic  house  in  order  and,  second,  the  benefits  to  the  United  States — in  polit- 
ical as  well  as  economic  terms — of  open  and  non-discrinunatory  trade. 

•  We,  at  long  last,  have  a  real  chance  of  working  toward  budget  balance  in  a  con- 
text of  economic  growth  and  stability. 

•  A  strong  GATT,  with  clearer  and  more  effective  international  rules  and  dispute 
settlement  procedures  is  in  our  interest,  and  within  the  collective  grasp  of  Europe, 
Japan  and  the  United  States  to  achieve. 

•  We  benefit  today,  and  we  will  in  the  future,  from  open  trade  with  Mexico,  and 
from  the  growth  of  China — and  by  our  actions  we  can  reinforce  that  prospect. 

Pragmatism  and  leverage  have  their  place,  in  trade  policy  as  elsewhere.  But  in 
the  exercise  of  that  pragmatism  and  leverage,  we  had  Better  not  lose  sight  of  the 
central  objective  of  a  liberal  trading  order.  That  is  an  objective  the  United  States 
has  championed  for  half  a  century,  to  its  benefit  and  that  of  the  forces  of  openness 
and  economic  progress  all  over  the  world.  It  seems  to  me  the  essence  of  hard  headed 
pragmatism  to  recognize  there  is  no  satisfactory  substitute  for  American  leadership 
today. 

Senator  Kerry.  Thank  you  very  much,  Mr.  Chairman. 

Senator  Rockefeller  has  joined  us. 

I  will  turn  to  the  chairman  first. 

The  Chairman.  Chairman  Volcker,  right  to  the  point,  if  I  were 
king  or  President,  I  would  have  you  as  my  chairman  once  again. 
I  want  to  emphasize  my  respect.  I  will  never  forget  you  saved  the 
country  in  the  early  eighties,  although  you  have  been  summoned 
up  here  to  hearings  as  to  whether  or  not  you  even  ought  to  be  ap- 
pointed. 

So,  you  and  I  have  been  working  this  budget  field  for  a  long  time, 
getting  our  own  fiscal  and  economic  house  in  order,  yet  the  best  of 
the  best;  namely  you,  will  not  say  the  word  "t£ix."  I  have  watched 
you  fellows,  Greenspan,  every  one  of  you,  you  all  tippy  toe  around. 

Now,  let  me  get  to  the  entitlements.  You  take  on  that  virus  that 
is  running  through  the  Congress.  There  is  a  tremendous  surplus  in 
the  Social  Security.  That  is  the  biggest  of  all  entitlements.  In  fact, 
by  the  year  1999 — we  got  the  figure  the  other  day — we  will  owe  So- 
cial Security  a  trillion  bucks.  There  is  a  surplus  with  respect  to  the 
Civil  Service  retirement.  Yes,  with  respect  to  the  Medicare/Medic- 
aid  entitlements,  we  all  recognize  their  growth,  and  to  President 
Clinton's  credit,  he  put  the  First  Lady  in  charge.  We  have  got  the 
country's  attention,  and  we  are  going  to  make  the  first  real  assault 
on  that  particular  issue.  We  all  can  agree  on  that. 

But,  having  agreed  upon  it,  the  health  situation  is  going  to  bring 
in  some  35  million  additional  patients  to  be  covered,  and  that  is 
going  to  take  money.  So,  there  is  not  going  to  be  any  saving  there. 
And  as  we  have  said,  and  we  could  have  said  this  for  the  last  10 
years  just  about,  we  could  eliminate  the  domestic  Government  and 
still  have  a  deficit.  Eliminate  not  cut. 
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Rather,  do  away  with  the  domestic  Government,  the  President, 
the  Congress,  the  courts,  the  FBI,  the  food  stamp  program,  the  wel- 
fare program,  the  foreign  aid  program — just  do  away  with  it  all — 
and  you  still  have  over  a  $150  billion  deficit. 

I  could  see  this,  because  you  were  coaching  me  and  others  back 
in  the  mid-eighties.  I  testified  for  a  value  added  tax  to  try  to  get 
us  into  the  black  when  we  had  gotten  the  deficit  down  from  $221 
bilHon  to  $150  billion— and  I  was  trying  to  get  it  down  below  $100 
billion  before  we  started  the  monkey  shines  of  smoke  and  mirrors 
and  telling  everybody  about  summit  agreements  and  that  we  were 
reducing  the  deficit  through  $500  billion  in  savings.  And  of  course 
it  went  on  up  to  where  it  is  right  now  at  $400  billion. 

We  are  cutting  defense — and  we  could  eliminate  the  domestic 
budget,  and  you  still  need  taxes.  And  unless  and  until  those  in  fis- 
cal leadership  such  as  yourself  start  talking  about  the  need  for  rev- 
enues— we  will  continue  with  this  standoff  of  who  is  for  taxes  and 
who  is  against  taxes.  It  is  just  sheer  childish  nonsense  that  goes 
on  up  here. 

And  on  that  score,  President  Clinton  has  hit  the  ball  somewhat, 
as  you  say  in  golf,  but  failed  to  follow  through.  In  other  words,  he 
said  I  am  going  to  cut  the  White  House  staff  25  percent,  eliminate 
100,000  jobs,  freeze  his  pay,  my  pay,  everybody  else's  pay,  put  the 
Vice  President  in  charge  of  auditing  the  Departments,  and  Ms. 
Clinton  herself  in  charge  of  health  costs.  He  tripped  up  with  not 
paying  the  bill  on  the  stimulus  package,  and  we  are  now  back  into 
the  standoff  of  tax  and  spend,  spend  and  tax,  like  there  is  some 
choice. 

Do  you  see  any  choice?  I  realize  we  have  got  to  have  cuts.  I  led 
the  fight  for  a  freeze  with  you  for  5  or  6  years,  just  to  freeze  the 
spending.  And  we  are  going  to  freeze  pay  if  we  can.  I  see  it  break- 
ing ranks  with  respect  to  the  military.  I  serve  on  that  subcommit- 
tee. But  can  you  see  any  way  out  of  this  other  than  some  additional 
revenues;  namely  taxes? 

Mr.  VOLCKER.  I  have  no  doubt  we  are  going  to  have  raise  taxes 
if  we  are  going  to  deal  with  the  budget  deficit.  I  was  not  conscious 
that  the  word  "tax"  had  not  appeared  in  my  statement.  I  thought 
in  supporting  what  Mr.  Clinton  said  I  was  very  conscious  that  his 
program  at  this  stage  is  mostly  taxes. 

The  Chairman.  Yes. 

Mr.  VoLCKER.  I  think  the  question  is:  At  what  level  essentially 
of  spending,  relative  to  the  GNP,  to  use  that  measure,  can  we  bal- 
ance the  budget?  And  I  think  there  is  politically  a  lot  of  sense  in 
the  country  that  we  do  not  want  to  do  it  entirely  at  the  current 
level  of  spending  relative  to  GNP  or  higher,  and  that  we  will  need 
some  cut  in  spending  relative  to  GNP — not  in  absolute  terms — to 
reach  some  kind  of  a  consensus  on  where  the  budget  can  be  bal- 
anced. 

I  specifically  think  the  time  has  come  when  we  have  got  to  think 
about  moving  the  tax  structure,  if  we  are  going  to  balance  the 
budget,  toward  a  consumption  tax.  And  that  means  either  a  value- 
added  tax  in  my  mind  or  a  broader  based  consumption  tax,  which 
would  be  more  revolutionary.  I  think  I  must  point  out  that  Mr. 
Clinton  has  made  a  proposal  that  moves  in  that  direction  with  the 
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energy  tax,  which  itself  is  a  pretty  broad-based  tax,  and  is  fairly 
controversial  up  here. 

If  I  may  just  say  one  more  word  on  the  expenditure  side,  I  would 
like  to  claim  a  few  credentials  that  I  did  not  have  when  I  used  to 
appear  more  frequently  before  the  Congress.  I  am  now  on  a  civil 
service  pension.  I  am  65  years  old  and  have  had  a  wife  in  the  hos- 
pital for  a  month,  so  I  know  something  about  medical  bills.  And  I 
do  think  that  we  are  going  to  have  to  admit — as  you  point  out,  the 
ordinary  cost  of  Government  does  not  equal  the  deficit.  We  have 
got  to  look  into  that  entitlement  area  if  we  are  going  to  reduce  the 
rate  of  spending  increase  relative  to  the  growth  in  the  economy. 

Social  Security  is  in  surplus  this  year,  and  it  is  going  to  be  in 
surplus  for  a  decade  or  so  ahead  if  you  measure  the  surplus  by  cur- 
rent revenues  against  current  Social  Security  expenditures.  But  if 
you  look  at  it  over  a  longer  time  period,  as  a  generational  affair, 
the  Social  Security  system,  even  with  the  recent  increases  in  pay- 
roll taxes,  is  going  to  go  into  deficit  by  a  considerable  amount.  And 
I  think  that  raises  a  relevant  question,  such  as,  given  the  extension 
of  human  life  anyway  in  the  last  50  years  and  the  projections 
ahead,  whether  we  should  not  move  a  little  more  rapidly  toward  in- 
creasing the  retirement  age  both  for  Social  Security  and  for  Medi- 
care. And  there  are  similar  questions  that  arise  in  other  areas. 

The  Chairman.  And  I  will  agree  with  that.  In  fact,  we  rec- 
ommended the  early  eighties,  10  years  ago,  to  freeze  Social  Secu- 
rity and  not  have  the  COLA.  And  I  harken  back  with  President 
Johnson,  with  the  Great  Society,  and  we  thought  of  every  way  in 
the  world  of  spending  money,  but  we  did  not  think  of  a  COLA  for 
Social  Security  then.  Wilbur  Mills  was  the  one  that  came  to  town 
and  started  really  spending  it. 

I  supported  the  President  Clinton  program  in  the  budget  commit- 
tee of  the  millionaire's  tax,  the  Btu  t£tx  and  the  Social  Security  tax. 
Even  there,  projected  out,  4  years  from  now.  President  Clinton 
ends  up  with  a  deficit  just  as  large  as  the  one  he  inherited  from 
President  Bush.  So,  he  has  got  to  do  more.  That  is  how  desperate 
the  circumstance  is. 

Mr.  VoLCKER.  I  am  very  conscious  of  it.  If  you  go  beyond  that  pe- 
riod that  he  has  been  projecting,  of  1998,  the  projections  that  we 
have  available,  as  weak  as  any  projection  5  years  ahead  is,  all  pret- 
ty clearly  show  a  renewed  increase  in  the  deficit,  rather  than  a  fur- 
ther reduction. 

The  Chairman.  Very  good. 

Thank  you,  Mr.  Chairman. 

Senator  Kerry.  Thank  you  very  much.  Senator  Rollings. 

Mr.  Chairman,  as  I  listened  to  your  testimony,  and  it  is  one  of 
the  reasons  we  wanted  you  to  come  and  frame  this,  I  could  not  help 
but  agree  with  the  fundamental  precepts.  We  do  want  an  open, 
nondiscriminatoiy  trade  regime,  clearly.  And  we  do,  obviously, 
need  to  get  our  house  in  order.  In  addition,  you  recommended  we 
have  a  strong  GATT. 

Now  there  is  a  question  I  want  to  get  to  about  how  you  get  there, 
because  many  argue  that  we  cease  to  have  the  leverage  to  get  us 
there,  and  it  is  not  in  the  Europeans'  interests  at  this  moment  to 
get  us  there.  But,  before  that,  there  is  a  threshold  question.  You 
say  the  central  objective  is  this  liberal  trading  order.  And  as  you 
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closed  your  comments,  you  said  I  want  to  emphasize  we  have  an 
open  trading  system  and  we  are  saving  too  little  and  consuming  too 
much. 

Now,  as  I  have  been  studying  this  issue  in  the  last  months  and 
trying  to  learn  more  about  it,  I  am  struck  by  the  degree  to  which 
we  do  not  have  a  liberal  trading  order,  but  operate  ourselves  as  if 
we  did.  I  mean  the  wish  is  sometimes  father  to  the  fact,  but  in  this 
case  appears  not  to  be.  And  we  are  sitting  here  wishing  or  presum- 
ing that  the  best  order  is  to  have  this  liberal  trading  policy,  yet 
others  are  clearly  behaving  differently. 

Now,  let  me  give  you  a  quick  list  of  some  of  those  and  ask  your 
reaction  to  it. 

In  the  color  television  industry,  we  face  the  loss  of  our  indigenous 
color  television  industry  through  overt  price  fixing,  market  alloca- 
tion, subsidization,  targeting,  oumping — I  mean,  clear  unfair  trade 
practices — and  we  did  nothing. 

In  automobiles,  in  steel,  in  machine  tools,  in  constructive  engi- 
neering, we  face  different  kinds  of  problems,  closed  markets,  and 
subsidies.  In  commercial  aircraft,  we  have  faced  subsidies,  coun- 
tries who  wholly  subsidize.  And  we  are  now  suddenly  appointing  a 
commission  to  examine  what  might  be  obvious  that  nas  been  hap- 
pening to  our  commercial  airline  industry  for  some  time. 

Heavy  electrical  generating  equipment:  there  have  been  no  sales 
in  Europe  since  the  1960's. 

Semiconductors:  I  read  Alan  Wolffs  "Conflict  Among  Nations."  It 
seems  as  if  the  former  U.S.  Trade  Representatives  and  former  Dep- 
uty U.S.  Trade  Representatives  are  all  now  articulating  very  clear- 
ly the  patterns  with  which  we  are  faced.  But  in  semiconductors, 
there  is  just  an  astonishing  story  of  a  combination  of  our  putting 
our  head  in  the  sand  like  an  ostrich  and  pretending  something  was 
not  happening  to  us  when  it  was. 

In  soft  wood  lumber,  you  look  at  the  Canadian  practice  of  the 
stumpage  fee,  so  much  different  than  ours.  A  clear  policy  of  the  na- 
tion to  provide  for  jobs  by  undercutting  the  price  in  the  United 
States.  You  can  go  industry  for  industry.  And  I  think  the  American 
workers  are  reflecting  that  today  in  their  frustration  and  anger. 

So,  the  question  I  ask  you  is  really:  Notwithstanding  our  desire 
and  notwithstanding  within  a  perfect  order,  it  is  clearly  better  to 
have  a  liberal  system.  We  do  not  have  one  today.  How  do  we  get 
there?  What  steps  do  we  need  to  take?  Or  do  you  disagree  that 
these  imbalances  exist? 

Mr.  VOLCKER.  I  do  not  disagree  that  the  imbalances  exist,  by  and 
large.  But  I  think  we  have  the  proverbial  half-filled  glass  here.  You 
have  emphasized  the  difficulties  that  remain.  I  think  if  one  looks 
back  over  the  preceding  10  or  15  years,  the  pattern  is  pretty  clear 
of  one  of  lesser  restraints  on  the  part  of  our  major  trading  partners 
today  than  was  the  case,  let  us  say,  in  the  1970's.  Whereas  the  op- 
posite has  happened  in  the  United  States. 

We  have  participated  in  this  process  of  less  than  purity  in  trade, 
and  we  have  more  trading  impediments  now  than  we  had  10  or  15 
years  ago.  I  think  we  are  still,  among  the  major  countries,  clearly 
the  most  open  market — not  just  legally,  but  culturally,  I  suppose. 
And  Japan,  which  to  take  the  extreme  case,  has  done  a  lot  to  open 
up  legally,  is  still  very  closed  culturally. 
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Nonetheless,  the  movement  I  think  has  been  in  the  direction  of 
more  open  trade  and  we  should  not  give  up. 

Now,  what  has  happened,  it  seems  to  me,  during  this  period 
while  progress  was  being  made  in  opening  up  other  markets,  the 
U.S.  external  position  was  suffering  for  other  reasons,  other  than 
any  relative  change  in  trading  restrictions.  The  other  reasons  in- 
clude our  fiscal  position,  our  propensity  to  consume  rather  than 
save  and  our  relatively  low  investment. 

The  world  is  in  a  very  sluggish  economic  situation,  where  what 
I  believe — I  cannot  prove  it — but  what  I  believe,  and  I  think  there 
is  a  considerable  amount  of  evidence,  where  the  improved  competi- 
tive position  of  the  United  States  is  not  fully  evident  because  de- 
mand is  so  sluggish  abroad.  But  I  do  think  that  we  are  fundamen- 
tally in  a  better  position  to  compete  in  this  market,  this  world  mar- 
ket, than  we  were  in  the  past  decade.  And  we  can  do  it  without 
increasing  restraints. 

Now,  to  take  the  biggest  industry,  in  terms  of  our  trade  position, 
certainly  with  Japan,  the  auto  industry,  we  have  this  enormous 
deficit  which  accounts  for  a  very  large  proportion  of  this  rather  hor- 
rendous sounding  trade  deficit  with  Japan.  My  sense  is  that  for  the 
first  time  in  10  or  15  years,  our  industry  is  able  to  compete  pretty 
much  head  to  head  with  the  Japanese  industry.  Maybe  we  will 
even  have  a  little  edge  in  that  Japan,  in  terms  of  imports — not  nec- 
essarily the  cars  produced  here,  but  in  terms  of  imports,  is  going 
to  find  it  difficult  to  maintain  its  penetration  of  the  market.  That 
is  the  first  time  we  can  say  that  in  my  memory.  And  maybe  it  will 
get  reversed. 

That  is  all  hard  to  see  when  Japan,  for  them,  is  in  a  rather  major 
recession.  But  I  do  think  that  we  are  in  a  situation  in  that  indus- 
try, and  I  think  you  could  say  in  other  industries,  where  a  basic 
strengthening  in  our  competitive  position  ought  to  begin  showing 
much  more  clearly  as  the  world  economy  recovers  and  expands, 
which  is  an  important  objective,  but  which  is  not  happening  at  the 
moment.  I  think  one  can  say  the  same  thing  vis-a-vis  Europe,  but 
maybe  a  little  less  dramatically. 

I  do  think  we  are  making  progress  in  cutting  down,  however  tor- 
tuous and  slow  the  process  may  be,  the  restrictions  in  other  coun- 
tries. It  is  very  difficult  right  now  when  you  have  the  high  unem- 
ployment and  sluggishness  in  Europe,  in  particular.  And  the  cur- 
rent threat  is  that  they  are  putting  on  more  restrictions,  certainly 
vis-a-vis  Eastern  Europe  and  Central  Europe. 

The  commercial  aircraft  industry  is  a  case  in  point,  where  vou 
have  a  clear  policy  on  the  part  of  Europe  to  subsidize  the  develop- 
ment of  the  Airbus.  They  sometimes  claim  that  our  industry  bene- 
fited from  our  large  defense  spending.  I  do  not  know  the  merits  of 
that — not  as  much  as  they  say  I  am  sure.  But  even  there,  I  think 
we  have  made  some  progress  in  helping  to  level  that  playing  field. 

Senator  Kerry.  Could  I  interrupt  you  there  just  for  a  minute? 

There  is  a  clear  distinction  between  the  legitimate  self-initiated 
spinoffs  of  our  defense  industry  and,  indeed,  of  other  sectors  of  our 
economy,  where  we  have  prided  ourselves  in  our  venture  capital 
and  risk  taking  efforts,  versus,  for  example,  the  semiconductor  in- 
dustry. There  was  an  absolute  targeting  with  government  involve- 
ment. I  mean  whether  it  is  Deutsche  Bank  or  MITI,  there  have 
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been  significant  collusive  efforts  that  under  our  law  would  simply 
be  prohibited. 

I  mean  the  zaibatsu,  followed  by  the  keiretsu,  is  antitrust. 

Mr.  VOLCKER.  Right. 

Senator  Kerry.  Now,  we  prohibit  our  companies  from  doing  what 
they  are  allowed  to  do  under  their  law.  Ana  then  we  sit  there  and 
wonder  why  we  are  losing  in  the  market. 

Mr.  VoLCKER.  I  have  no  doubt  that  keiretsu  mentality  in  Japan, 
to  take  that  particular  example,  has  trade  implications.  And  it  is 
very  much  ingrained  with  the  Japanese  way  of  doing  business.  A 
lot  of  cross-ownership.  One  of  the  side  effects — one  of  the  direct  ef- 
fects works  through  the  investment  side  where  it  is  very  difficult 
for  a  foreign  firm,  an  American  firm  or  another  foreign  firm,  to  ac- 
quire a  Japanese  company  because  it  is  not  considered  the  thing 
to  do  in  Japan,  and  they  can  enforce  what  they  consider  the  thing 
to  do  by  the  cross-ownership.  The  stock  is  not  available  in  the  mar- 
ketplace even  if  you  wanted  to  become  aggressive  and 
confrontational  about  it. 

Now,  how  do  you  deal  with  that?  First  of  all,  it  is  not  absolute. 
I  do  think  we  are  in  a  better  competitive  position  with  Japan,  not 
just  in  automobiles  but  other  industries,  and  over  time  that  has 
some  impact  despite  the  fact  you  have  this  given,  in  our  terms 
rather  anticompetitive  in  some  respects,  framework  for  industry.  If 
you  can  get  rid  of  the  official  barriers  and  work  hard  on  some  of 
the  cultural  and  customary  or  business  practice  barriers  we  can 
make  some  progress. 

I  think  there  was  some  evidence  of  that  before  the  economy 
slowed  down  so  drastically.  A  few  years  ago  we  were  beginning  to 
improve  our  trade  position. 

I  think  part  of  the  answer  in  Japan  has  to  be  to  in  effect  draw 
them  into  a  larger  negotiation,  in  my  view,  with  other  Pacific  Rim 
countries  in  particular  that  are  very  large  traders  with  Japan. 
Some  of  them  are  going  to  be  in  a  better  competitive  position  vis- 
a-vis Japan  than  we  are.  But  collectively  we  have  an  interest  in 
getting  their  markets  more  open.  Collectively,  we  have  an  interest 
and  Japan  has  an  interest  with  us  in  more  satisfactory  dispute  set- 
tlement procedures.  So,  there  is  something  to  be  given  on  both 
sides. 

This  is  no  quick  fix,  but  I  would  hope  that  by  emphasizing  some 
kind  of  Pacific  arrangement — I  am  not  talking  about  a  full-scale 
free  trade  agreement,  certainly  not  at  this  stage.  But  something 
where  you  can  enter  into  a  larger  negotiation  building  on  what  al- 
ready exists  in  APECC  and  elsewhere.  We  can  make  more  rapid 
progress  in  changing  some  of  those  Japanese  practices  that  you  are 
talking  about  than  we  have  so  far. 

Now,  the  other  side  of  it  is  that  we  cannot  resort  to  unilateral 
restrictions  any  time  we  want  to  either  because  that  will  be  their 
demand,  that  they  be  brought  into  some  larger  framework,  building 
on  the  kind  of  thing  that  we  have  done,  I  think,  in  the  early  days 
to  see  how  successful  it  is  in  the  Canadian  Free  Trade  Agreement 
where  they  were  very  insistent  that  a  new  dispute  settlement  pro- 
cedure be  introduced.  I  think  there  is  a  general  interest  in  the  rest 
of  the  world  in  that  kind  of  thing.  It  is  one  of  the  bargaining  chips 
we  have. 
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Senator  Kerry.  Mr.  Chairman,  I  guess  we  did  not  go  by  the  clock 
here.  I  want  to  try  to  keep  a  dialog  proceeding  and  we  will  sort  of 
self-police  ourselves.  And  I  will  just  ask  a  last  question,  if  I  may, 
and  then  turn  to  Senator  Gregg. 

On  the  Bretton  Woods  issue,  as  you  look  at  this  playing  field  and 
you  look  at  these  differences  now  between  our  countries,  and  you 
look  at  some  of  the  problems  of  both  the  bureaucracy  and  choices 
before  the  IMF  and  World  Bank,  and  also  measure  the  world  as  it 
was  at  the  end  of  World  War  II,  where  we  were  the  only  industrial 
power,  economies  were  in  shatters.  We  were  able  to  set  the  playing 
rules  and  people  essentially  had  to  agree  with  us  because  it  was 
our  ball  game.  The  big  boy  on  the  block  could  make  the  rules. 

Now,  we  are  not  and  we  are  seeing  differences  of  approach  here. 
Some  have  suggested  that  it  is  time  for  a  new  conference.  We  look 
at  the  interest  rate  problems,  the  interrelationship  between  our  de- 
sire to  have  Germany  move  on  its  interest  rates  to  move  things  and 
so  forth. 

We  are  all  related  in  a  different  way  than  we  were  40  or  50  years 
ago.  Is  it  time  for,  is  there  an  imperative  to  have  a  new  agreement, 
if  you  will,  another  Bretton  Woods  by  which  we  set  out  the  playing 
field  for  this  new  industrial  world  that  we  live  in  where  all  of  our 
economies  seem  to  be  struggling  with  these  unfair  practices  in  ef- 
forts to  get  advantage? 

Mr.  VOLCKER.  In  the  monetary  area  and  in  the  investment  area 
my  answer  is  no.  I  am  afraid  you  are  not  going  to  be  very  happy 
with  this  answer.  I  doubt  it.  I  doubt  it  because  I,  myself,  don't  have 
any  very  clear  idea  as  to  what  kind  of  agreement  you  would  seek 
in  the  monetary  area  in  particular  that  would  have  a  practical 
chance  of  application. 

Now,  maybe  that  is  just  a  shortcoming  in  my  own  imagination 
and  thoughtfulness  at  this  point,  but  I  find  as  I  talk  to  other  people 
I  do  not  see  the  kind  of  extreme  sense  of  need,  rightly  or  wrongly, 
or  the  kind  of  convergence  in  thinking  that  would  produce  a  fruit- 
ful result  at  the  moment  in  terms  of  writing  a  new  monetary  sys- 
tem. 

I  think  that  may  be  unfortunate  because  I,  for  one,  do  feel  rather 
strongly  that  the  instability  in  the  international  monetary  system, 
as  reflected  in  the  instability  in  exchange  rates,  is  in  an  insidious 
way  damaging  to  trade  and  damaging  to  prosperity  and  growth. 
That  is  a  very  hard  point  to  prove. 

I  believe  it,  but  I  do  not  find  an  enormous  consensus  on  that 
point  of  the  kind  that  would  support,  as  you  put  it,  a  new  Bretton 
Woods  which  was  quite  extraordinary  in  the  history  of  the  world 
and,  of  course,  was  put  together  at  the  end  of  a  war  and  with  the 
United  States  very  dominant  with  one  partner  that  really  mattered 
at  that  point.  It  was  possible  to  do  things  it  may  not  be  possible 
to  do  now. 

In  terms  of  the  trading  area,  I  suppose  I  look  upon  this  present 
Uruguay  Round,  which  is  an  extremely  ambitious  round,  as  fulfill- 
ing part  of  that  role,  but  it  probably  is  just  an  overture  to  what 
we  should  be  thinking  about  in  all  of  these  newer  areas  that  you 
referred  to  earlier  including,  quite  importantly,  environment  and 
how  that  bears  upon  trade,  and  what  environmental  rules  are  in- 
volved. 
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But  the  borderline  between  what  really  should  be  confined  to 
trade  policy  and  other  policies  has  gotten  very  foggy,  and  if  we 
could  straighten  that  out  I  bet  it  would  help  a  lot. 

Let  me  just  say  one  thing  that  bothers  me  in  a  more  fundamen- 
tal way.  We  all  talk  about  the  glories  of  free  trade  and  the  liberal 
trading  order.  We  all  learned  it  in  college  and  universities.  It  is  in 
all  the  textbooks  and  all  the  rest. 

Against  the  background  of  what  you  emphasize  in  your  opening 
statement,  a  relatively  poor  performance  of  the  lower  paid  workers 
in  the  United  States  in  manufacturing  industry,  what  is  the  impli- 
cation of  a  liberal  trading  order  when  we  face  a  situation  where  an 
enormous  amount  of  potential  manpower  is  coming  onto  the  mar- 
ket very  rapidly  in  the  world?  It  is  not  millions  or  it  is  not  tens 
of  millions,  it  is  hundreds  of  millions  when  we  are  talking  about 
China  and  India.  And  that  is  beginning  to  happen  at  a  great  rate 
of  speed. 

Those  people  are  obviously  very  energetic,  very  intelligent.  They 
are  rapidly  getting  trained.  What  are  the  implications  of  this  enor- 
mous potential  kind  of  supply  of  manufactured  goods  that  can  be 
relatively  easily  produced,  that  includes  some  fairly  sophisticated 
goods,  being  absorbed  in  terms  of  our  own  workers  that  compete 
with  that  supply? 

Well,  the  answer  is  they  go  do  something  else.  They  get  better 
trained.  There  are  a  lot  of  service  jobs  that  need  to  be  filled,  and 
the  market  will  take  care  of  it. 

I  tend  to  believe  that  still.  That  is  what  theory  says.  But  I  think 
we  ought  to  do  a  little  more  thinking  here  about  what  the  implica- 
tions are  of  that,  because  I  think  behind  a  lot  of  the  current 
restiveness  lies  that  fear.  And  I  do  not  think  we  have  really  effec- 
tively answered  that  as  yet.  It  is  really  a  new  phenomena. 

This  is  not  Hong  Kong  with  a  few  million  people.  It  is  not  even 
Korea,  with  30  or  40  million  people.  It  is  certainly  not  Singapore, 
with  2  or  3  million  people.  You  are  talking  about  1  billion  people 
in  China,  and  another  three-quarters  of  a  billion  or  whatever  it  is 
in  India.  And  to  say  nothing  of  the  much  smaller  population  mass 
oftheoldU.S.S.R. 

Senator  Kerry.  Well,  I  could  not  concur  with  you  more,  and  I 
think  Lester  Thurow  and  others  have  been  addressing  that.  I  know 
Bob  Rice  has  been  talking  about  it.  When  you  look  at  the  revolu- 
tion in  the  southern  provinces  of  China  and  recognize  the  economic 
growth  rate  there  and  what  they  are  currently  targeting,  it  seems 
to  me  even  more  clear  that  we  need  to  understand  the  rules. 

Mr,  VOLCKER.  I  mean,  I  think  the  old  theory  that  this  will  work 
out  to  everybody's  benefit  in  terms  of  aggregate  income  is  right. 
The  only  question  I  have  is  how  it  affects  mcome  distribution  in  de- 
veloped countries  including  the  United  States. 

Senator  Kerry.  Senator  Gregg. 

Senator  Gregg.  Well,  you  have  certainly  raised  a  lot  of  interest- 
ing issues.  Let  me  touch  on  a  couple  of  them.  First  we  would  be 
happy  to  have  another  Bretton  Woods  and  be  happy  to  sponsor  it 
again.  [Laughter.] 

In  fact,  I  think  the  FDIC  could  probably  work  on  this  one  be- 
cause they  presently  own  the  Bretton  Woods  or  did  until  a  couple 
of  weeks  ago. 
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Mr.  VOLCKER.  Well,  I  must  say,  if  I  may  add  to  my  comments, 
that  I  am  peripherally  involved  anyway  in  at  least  one  group  that 
is  encouraging  a  relook  at  the  Bretton  Woods  institutions,  and  thev 
hope  to  have  a  concluding  session  at  Bretton  Woods.  I  do  not  think 
it  will  amount  to  the  prosperity  of  New  Hampshire  or  even  the 
Bretton  Woods  hotel,  but  it  would  be  a  nice  setting. 

Senator  Gregg.  We  will  welcome  them.  If  I  understand  what  you 
are  saying,  it  is  that  you  think  that  as  we  enter  these  agreements 
such  as  the  North  American  Free  Trade  Agreement,  that  we  should 
not  make  the  trade  issues  conditioned  on  environmental  issues  and 
labor  issues.  Is  that  correct? 

Mr.  VoLCKER.  Yes.  Well,  I  have  no  objection,  obviously,  to  an  ef- 
fort to  clarify  environmental  policies  in  Mexico,  their  labor  prac- 
tices. I  certainly  have  no  objection  to  considering  and  even  applying 
trade  adjustment  policies  in  the  United  States  as  part  of  that 
agreement  if  that  is  considered  suitable. 

But  I  think  there  are  limits  as  to  how  far  you  want  to  go  in  using 
the  so-called  leverage  of  a  trade  agreement  to  get  into  areas  which 
I  think  logically  are  somewhat  separate.  There  is  some  overlap.  I 
think  that  is  a  dangerous  kind  of  precedent  to  follow. 

Senator  Gregg.  And  if  I  also  followed  your  comments,  it  was 
that  first  you  think  the  Uruguay  Rounds  are  extremely  important, 
as  I  do  also,  but  you  think  it  is  a  preamble  to  what  should  be  a 
greater  and  more  expansive  discussion.  And  if  I  heard  you  right, 
you  were  saying  we  should  enter  in  with  Japan  and  with  the  Asian 
countries  in  some  sort  of  more  expansive  discussion. 

Mr.  VoLCKER.  Right. 

Senator  Gregg.  Can  you  sort  of  elaborate  on  that  a  little  bit? 

Mr.  VoLCKKR.  Well,  I  do  not  know  how  much  I  can,  but  I  think 
we  are  moving  away  from  some  of  the  traditional  trading  issues, 
at  least  on  paper.  Tariffs  are  low.  I  mean,  that  was  the  big  issue 
50  years  ago,  get  tariffs  down.  Tariffs  around  the  world,  with  some 
exceptions,  are  now  low  enough  so  they  are  not  a  great  impediment 
to  trade.  We  have  had  more  and  more  nontariff  barriers.  I  think 
that  still  comes  within  the  traditional  GATT  framework. 

But  when  you  begin  talking  about  overlaps  with  environmental 
policies,  with  what  might  be  thought  about  as  domestic  industrial 
policies,  as  to  what  degree  are  subsidies  legitimate  and  illegitimate, 
there  is  something  to  be  said  about  that  in  existing  trade  rules,  but 
it  is  pretty  foggy.  And  I  do  think  that  while  we  ought  to  try,  as  I 
just  said,  to  keep  the  traditional  trade  agenda  separate  from  some 
of  this  other  agenda,  there  are  overlaps. 

And  I  think  that  is  the  next  challenge  that  we  had  better  exam- 
ine. To  what  degree  are  these  connected  and  to  what  degree  are 
they  not.  And  if  they  are  not  connected,  there  is  still  a  lot  to  be 
done  on  environment  to  take  that  example.  There  has  already  been 
a  big  conference  on  it  recently,  but  that  is  an  area  where  clearly 
we  are  going  to  have  to  move  ahead. 

I  think  the  focus  of  attention  is  going  to  have  to  go  in  that  area 
and,  I  would  hope,  maybe  it  is  overly  optimistic,  to  traditional 
trade  agenda  in  terms  of  tariff  and  nontariff  barriers,  and  into 
more  emphasis  on  how  we  enforce  the  rules  that  exist  which  gets 
you  into  dispute  settlement  procedures  in  particular.  That  is  one 
area  where  some  kind  of  broader  understanding  and  negotiations 
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between  the  Pacific  partners  might  help  lead  the  way  toward  a 
more  general  global  understanding. 

But  I  think  the  urgency  may  be  greater  in  the  Pacific,  and  maybe 
there  are  possibilities  for  progress  and  tradeoff  that  will  be  possible 
and  easier  to  achieve.  All  I  am  saying  is  easier  to  achieve  not  just 
in  a  bilateral,  head-to-head  negotiation  between  the  Japanese  and 
the  United  States,  but  a  negotiation  that  brings  in  other  countries 
in  Asia  that  are  very  much  involved  in  the  same  set  of  problems. 
China  is  kind  of  a  special  case.  Should  China  be  brought  into  this 
or  not?  I  do  not  know. 

Senator  Gregg.  So,  should  we  convene,  like,  an  Anchorage  ses- 
sion? 

Mr.  Voi.CKKH.  Well,  we  already  have  an  APECC.  Asia  Pacific 
Economic  Cooperation  Council — whatever  it  is  called.  Most  directly 
strengthen  that.  It  meets  once  a  year,  I  think,  and  has  a  general 
discussion.  People  go  home.  My  sense  is  it  has  not  been  very  oper- 
ational and  effective  in  that  sense,  but  it  is  a  core  upon  which  one 
can  build. 

There  are  other  avenues  too  that  other  people  have  proposed. 
But  yes,  I  would  not  go  for — I  am  not  suggesting  the  formality  of 
a  free  trade  agreement,  free  trading  area,  but  I  think  we  could 
build  on  very  fragmentary  organizations  and  thinking  that  already 
exists,  and  formalize  it  a  bit. 

Senator  Gregg.  One  other  area  you  talked  about,  which  I  think 
really  is  the  gravamen  of  all  of  this  dispute  that  is  going  to  evolve 
over  the  next  few  years  in  trade,  and  that  is  the  point  of  our  ability 
to  have  our  folks  who  are  not  quite  as  well  educated  as  eveirone 
else  or  as  other  segments  of  our  society  competing  with  the  millions 
and  hundreds  of  millions,  as  you  say. 

Professor  Thurow  last  week  said  that  two-thirds  of  our  workforce 
is  a  Third  World  workforce.  How  do  you  envision  without  protec- 
tionism, without  going  down  the  road  of  what  is  being  proposed  by 
some  folks,  some  new  form  of  protectionism  for  this  segment  of  our 
society,  how  do  you  envision  us  remaining  competitive  in  a  totally 
free  marketplace?  Obviously  education  is  one  of  the  answers,  but 
have  you  thought  this  through? 

Mr.  VoLCKER.  I  think  we  can  probably  remain  competitive  in  the 
trade  sense.  That  is  not  what  worries  me  so  much,  whether  we  can 
balance  our  accounts  because  I  think  there  are  things,  if  we  do  our 
job  effectively  and  if  we  save  more,  balance  the  budget  and  all  of 
that  kind  of  thing,  I  think  we  can  be  on  the  leading  edge  of  many 
important  trading  industries  of  high  value  added,  and  we  will  be 
quite  successful  building  on  what  we  have  done  in  the  past,  such 
as  our  technological  lead,  our  aerospace,  our  electronic,  our  service 
skills  in  many  areas. 

What  worries  me  is  whether  we  will  bring  along  the  workforce — 
I  do  not  know  whether  it  is  two-thirds  you  say  Professor  Thurow 
referred  to,  but  a  large  amount  of  people  that  are  not  going  to  be 
on  the  leading  edge  of  the  things  that  we  are  particularly  strong 
in.  And  that  is  the  question  I  am  more  interested  in  than  overall 
competitiveness.  What  is  the  special  competitiveness  of  the  poorer 
sectors,  the  least  skilled  part  of  our  workforce?  I  think  that  is 
where  we  need  a  little  reassurance  and  a  little  thinking.  It  may  be 
OK  because  they  are  different  kinds  of  things;  the  kinds  of  things 
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that  have  to  be  done  here.  But  now,  of  course,  that  gets  into  immi- 
gration policy  too.  If  you  have  many,  many  people  abroad  breaking 
down  our  immigration  barriers  to  the  extent  they  are  appropriate, 
then  you  have  got  the  competition  right  here  for  that  same  group. 

The  traditional  answer  to  this  question  would  have  been  rapid 
growth  abroad,  and  I  think  we  have  seen  that.  Enormous  increase 
in  incomes,  in  Taiwan  and  Korea,  to  take  two  major  trading  coun- 
tries. They  just  have  a  very  rapid  rate  of  growth  in  real  income 
that  projected  out  may  not  catch  up  to  us  out  they  will  make  a 
much  more  even  playing  field  in  terms  of  labor  costs. 

The  only  question  I  am  raising  is,  can  you  expect  that  process  to 
go  on  so  rapidly  and  forcefully  when  you  are  talking  about  coun- 
tries a  multiple  the  size  of  Taiwan  and  Korea? 

Senator  Gregg.  Thank  you.  Can  you  give  me  five  specific  things 
we  should  be  doing  as  a  government  that  would  address  the  issue 
of  investment  and  savings? 

Mr.  VoLCKER.  The  most  important  thing,  before  you  get  to  the 
other  four,  and  this  is  the  whole  burden  of  my  statement,  you  have 
got  to  do  something  about  the  savings  investment  imbalance.  And 
I  think  you  are  just  playing  around  the  edges  of  that  problem  until 
you  do  something  about  the  budget,  because  I  do  not  think  the  fun- 
damental habits  of  the  American  people  as  to  how  much  they  save 
are  going  to  be  that  easy  to  change.  And  you  are  not  going  to 
change  it,  I  think  on  the  evidence,  by  tinkering  around  the  edges 
of  the  tax  code. 

So,  I  would  say.  No.  1,  you  have  got  to  deal  with  the  budget  prob- 
lem. 

No.  2,  you  ought  to  look  at  the  tax  structure  so  it  is  not  so  pecu- 
liarly directed  against  savings  as  the  American  tax  structure  is  in 
my  judgment.  So,  to  the  extent  you  are  going  to  have  to  raise  taxes, 
and  I  think  you  are  going  to  have  to,  you  had  better  look  at  taxes 
that  are  not  destructive  of  savings.  And,  in  fact,  it  would  help  to 
replace  some  of  the  present  taxes  that  bear  down  upon  savings 
with  taxes  that  bear  down  more  precisely  on  consumption. 

So,  that  is  one  and  that  is  two.  And  the  other  three  are  simplv 
on  a  different  radar  screen  so  far  as  I  am  concerned.  They  are  rel- 
atively small  and — well,  I  should  not  say  small.  You  can  get  into 
education,  obviously,  very  important.  I  have  not  got  anything  to  say 
about  education  except  that  I  think  it  is  not  in  very  good  shape, 
and  I  wish  somebody  would — a  genius  would  come  along  and  tell 
us  how  to  improve  it,  and  actually  get  that  implemented  in  some 
reasonable  period  of  time. 

But  you  are  talking  about  great  generalities.  The  things  that  I 
know  about  and  I  think  that  we  can  do  something  about  are  what 
I  would  put  one  and  two,  the  budget  and  tax  system. 

Senator  Kerry.  Thank  you  very  much.  Senator  Gregg.  Senator 
Rockefeller. 

Senator  Rockefeller.  Thank  you,  Mr.  Chairman.  Chairman 
Volcker,  there  is  a  lot  of  discussion  now  about  China  and  the  MFN. 
And  you  have  evoked  in  your  remarks  this  morning,  and  I  did  not 
hear  your  testimony,  sort  of  the  nature  of  human  beings,  the  way 
people  change  or  the  way  they  do  not  change.  By  changing  the  tax 
system,  can  you  get  Americans  to  save  more  and  consume  less,  that 
kind  of  thing. 
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China  really  has  not  had  any  concept  of  human  rights  for  5,000 
years.  I  mean,  you  can  do  all  of  that.  You  can  look  at  their  paint- 
ings and  it  always,  you  know,  tiny  people,  huge  landscape.  Man  al- 
ways in  perspective  to  much  larger  forces.  And  you  go  back  over 
thousands  of  years  to  different  emperors.  There  have  been  no  war 
lords  when  there  was  not  an  emperor  system;  no  sense  of  human 
rights. 

Now,  when  it  comes  to  this  very  interesting  matter  of  an  econ- 
omy which  is  growing  at  13  percent  overall,  and  then  you  go  down 
to  some  of  those  southern  provinces  and  it  is  25-  to  40-percent 
growth,  and  all  of  a  sudden  you  are  looking  at  an  enormous,  enor- 
mous potential  for  exports. 

I  remember  Pepsi,  for  example,  "got  the  franchise  on  China."  And 
when  they  went  over  there  to  do  it,  the  Chinese  said,  "Well,  we  will 
^ve  you  the  franchise  but  you  have  got  to  quarry  marble  for  us." 
Of  course,  Pepsi  has  never  quarried  marble,  but  with  1.3  billion, 
1.4  billion  people  staring  them  in  face  they  decided  they  would 
quarry  marble.  So,  they  are  quarrying  marble  in  China,  and  they 
have  got  the  franchise.  Now,  getting  the  franchise  in  China  is  just 
an  incredible  statement  about  markets  for  exports  in  our  future. 

My  side  of  the  aisle  traditionally  has  said  that  human  rights  has 
to  come  first,  and  Tiananmen  Square,  et  cetera.  The  Chinese  have 
not  apologized,  this  or  that  or  the  other,  and  until  you  get  human 
rights  in  order  you  cannot  really  get  other  things  in  order. 

I  am  kind  of  rethinking  all  of  that  in  my  own  mind  and  trying 
to  decide  in  a  very  complicated  world  where  there  is  the  question 
of  human  misery  on  many  fronts,  Bosnia,  in  our  own  inner  cities, 
and  what  is  the  broader  American  interest?  How  do  you  describe 
the  broader  American  interest? 

And  at  a  time  when  we  seem  to  be  unable  to  produce  high-wage, 
high-skill  jobs,  and  our  next  panel  will  talk  about  that,  can  you  just 
reflect  in  your  own  mind  on  the  balance  in  terms  of  the  greater  in- 
terests of  our  country  with  respect  to  MFN,  China,  its  export  possi- 
bilities because  of  its  growth,  and  the  matter  of  human  rights? 

Mr.  VOLCKER.  Well,  it  is  clearly  a  very  difficult  and  controversial 
area  upon  which  I  have  had  to  do  a  little  thinking  apart  fi-om  the 
thinking  one  does  as  a  citizen,  because  I  am  somewhat  involved  in 
economic  relationships  with  Hong  Kong  that  have  a  direct  bearing 
on  this  question.  So,  I  want  to  declare  that  interest. 

But  it  does  seem  to  me  that  the  argument  is  very  powerful  and 
convincing  that  the  most  important  single  liberalizing  element  in 
China  is,  in  fact,  their  desire  to  grow,  their  increasing  conviction 
that  the  way  one  grows  is  by  developing  a  more  liberal  economic 
system,  and  opening  themselves  to  the  rest  of  the  world. 

And  that  has  gone  on,  at  least  in  the  Chinese  timeframes,  quite 
rapidly  with  very  dramatic  results  in  parts  of  China.  And  that  will 
bring  in  its  train  progress  in  some  of  these  other  areas  that  very 
much  concern  us  including  that  most  resistant  one  of  all,  I  suppose, 
human  rights. 

But  ultimately,  it  does  seem  to  me  there  is  an  inevitable  linkage 
between  a  decentralized,  market-oriented  economic  system  and  the 
ability  of  people  to  obtain  human  rights  in  other  areas  that — first 
of  all,  they  are  richer.  They  have  some  capacity  to  make  their  views 
known  and  to  exert  their  rights,  actual  or  potential,  in  other  areas. 
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But  the  mere  fact  that  they  are  able  to  think  for  themselves  and 
operate  for  themselves  to  a  greater  degree  in  the  economic  sphere 
is  going  to  bring  in  its  wake,  I  think,  both  the  demand  and  the 
ability  to  demand  some  freedom  in  other  spheres. 

So,  I  do  think  in  an  ultimate  sense,  it  would  be  counter- 
productive to  cut  off  trade  and  cut  off  openness,  or  discourage  the 
openness  of  the  Chinese  on  the  economic  front  in  the  hopes  that 
that  would  improve  the  human  rights  situation.  In  the  long  run, 
if  you  were  successful  in  isolating  them  economically  I  suspect  it 
would  have  the  opposite  result. 

That  may  be  a  hard  case  to  sell  in  the  near-term  context  where 
people  are  upset,  and  rightly  so,  particularly  about  human  rights 
violations.  Nonetheless,  I  think  it  is  a  valid,  fundamental  point. 

In  areas  more  directly  associated  with  trade  which  overlap  to 
human  rights,  the  use  of  prison  labor,  subsidies  or  forced  labor,  I 
think  on  a  case-by-case  basis  we  ought  to  be  able  to  make  some 
progress  within  the  framework  of  established  rules,  that  some  of 
these  things  such  as  extreme  cases  of  dumping  are  not  appropriate 
on  grounds  of  trade  policy  without  doing  something  so  sweeping  as 
withdrawing  MFN,  which  of  course  there  is  not  much  precedent  for 
withdrawing. 

I  mean,  if  we  think  about  it  as  a  special  privilege,  a  special  privi- 
lege virtually  everybody  in  the  world  gets  including  Libya  and  the 
Middle  East,  and  other  dictatorial  states,  so  it  is  rather  extraor- 
dinary to  think  that  is  the  way  to  deal  with  authoritarian  and  dic- 
tatorial regimes.  At  some  point  maybe  you  do,  but  I  would  hope  we 
are  not  at  that  point  with  respect  to  China. 

Senator  Rockefeller.  Well,  you  bring  up  an  interesting  point 
when  you  talk  about — what  you  basically  say  is  prosperity  and  the 
little  dishes  that  bring  down  CNN  and  the  millions  of  them  now 
in  China,  and  the  increase  of  information  is  what  eventually  leans 
people  toward  generosity.  Perhaps  a  new  generation  of  leadership 
would  be  doing  that  in  a  few  years.  But  then  you  said  that  we  need 
to  knuckle  down  on  things  like  dumping  and  subsidies. 

And  that  is  an  interesting  one,  too,  because  it  brings  up  the  ques- 
tion of  the  GATT.  The  Chinese,  it  would  seem  to  me — I  mean,  the 
Japanese  are  a  very  mature  society,  a  very  democratic  society  in 
the  sense  of  a  Confucian  society.  Their  GNP  is  now  that  of  an  in- 
dustrialized nation,  not  very  great.  They  are  looking  at  all  kinds 
of  problems — an  aging  workforce,  having  to  import  workers.  And 
they  do  not  budget  on  subsidies^  Their  ambassador  in  Geneva  and 
their  vice  minister  at  international  finance,  the  ministry  of  finance, 
they  do  not  budge. 

Mr.  VoLCKER.  You  are  talking  about  Japan? 

Senator  Rockefeller.  Japan.  In  other  words,  the  Chinese  are 
just  in  a  formative  stage,  so  to  speak.  And  to  expect  them  to  sort 
of  relinquish  on  subsidies  without  challenging  them  when  the  Jap- 
anese were  very  mature  in  all  of  this  and  have  watched  this  and 
observed  this  over  many  years  are  not  doing  anything  about  it. 

Some  people  say,  indeed,  that  they  will  not.  And  therefore  what 
you  do,  and  this  is  something  you  suggested  with  APECC,  is  that 
you  say  to  the  Japanese,  or  to  the  Europeans  on  their  agriculture, 
fine,  if  you  do  not  want  to  do  GATT  then  we  will  just  take  a  de 
minimis  GATT  and  we  will  just  do  what  we  can  agree  on  and  do 
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no  more.  And  if  that  becomes  impossible  then  what  we  will  do  is 
we  will — and  it  is  case  in  negative  terms.  We  will  sort  of  assemble 
ourselves  into  regional  or  natural  trading  groups,  which  with  us 
would  be  our  hemisphere  and  Asia,  where  we  are  anyway.  And 
then  you  indicated  that  perhaps  that  is  not  such  a  bad  thing. 

Now,  what  I  want  to  get  from  you  is  what  do  you  mean  by  not 
such  a  bad  thing,  which  you  did  not  actually  say  but  implied,  and 
should  that  be  a  policy  which  we  really  throw  at  the  Europeans 
and  the  Japanese  aggressively,  saying  if  you  do  not  come  to  agree- 
ment on  subsidies  and  dumping  that  we  will,  in  fact,  go  toward 
these  regional  blocks? 

And,  one,  would  it  work?  Would  it  back  them  off?  And  second, 
if  it  did  and  we  went  to  regional  trading  blocks,  not  formalized  as 
you  indicated,  would  that  be  such  a  bad  thing? 

Mr.  VOLCKER.  I  see  these  as  complementary.  You  raise  a  ques- 
tion. I  am  glad  you  raised  it  because  I  want  to  clarify  my  view.  I 
do  not  see  these  regional  arrangements  as  a  substitute  for  the 
GATT  or  a  substitute  for  multilateral 

Senator  Rockefeller.  Neither  do  I,  but  I  am  saying  in  the  event 
these  others  do  not  work  out. 

Mr.  VoLCKER.  In  the  event  they  do  not  work,  maybe  as  a  resort — 
if  it  is  a  last  resort,  you  had  better  make  it  as  wide  as  possible. 
Not  just  North  America  but  North  America  and  the  Pacific,  which 
is  better  than  just  North  America,  and  the  Pacific  having  their  own 
regional  trading  area  which  is  the  other  way  this  could  go. 

But  one  of  the  reasons  I  feel  so  strongly  about  GATT  is  it  is  not 
going  to  solve  all  our  problems  by  a  long  shot,  but  unless  we  have 
that  generally  agreed,  multilateral  framework  this  movement  to- 
ward regional  trading  areas  worries  me  because  I  think  sooner  or 
later  they  will  become  combative  with  each  other.  They  are  not 
that  way  now,  at  least  in  the  North  American  concept.  We  worried 
a  lot  about  that  with  respect  to  Europe  in  the  past,  and  I  think 
with  some  justice  we  worried  about  it.  It  has  not  happened. 

Senator  Rockefeller.  But  the  Japanese  are  not  going  to  give  up 
on  subsidies  or  dumping.  They  are  not  going  to  change  their  point 
of  view. 

Mr.  VoLCKER.  I  think  I  disagree  with  you  in  the  sense  that  the 
Japanese,  I  have  not  got  enough  expertise  in  this  area,  but  it 
strikes  me  that  perhaps  they  are  much  less  flagrant  violators,  if 
they  are,  of  subsidies  and  dumping  than  they  used  to  be. 

Senator  ROCKEFELLER.  But  this  has  to  do  with  not  just  the  Japa- 
nese, but  the  Japanese  are  blocking  the  changing  of  the  Dunkel 
draft  which  would  take  into  account  dumping  and  subsidies.  I  am 
sorry,  I  should  have  said  that. 

Mr.  VoLCKER.  That  may  well  be  true,  and  I  think  it  is  in  our  in- 
terest that  we  have  a  strong  draft.  But  there  are  obviously  people 
in  the  United  States  that  are  not  particularly  eager  for  the  GATT 
to  get  too  strong  an  authority  in  this  area  because  we  would  rather 
do  it  unilaterally.  And  I  suspect  that  view  is  pretty  well  rep- 
resented in  the  Congress. 

And  so  there  is  some  quid  pro  quo  here.  There  is  a  lot  of  nervous- 
ness in  the  rest  of  the  world  as  to  whether  we  are  seriously  inter- 
ested in  really  strong  GATT  rules,  or  at  least  whether  we  will  fol- 
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low  them  if  we  have  them.  And  I  think  there  is  all  the  makings 
of  a  bargain  there. 

But  I  do  not  have  expertise  enough  to  know  just  where  it  stands 
at  the  moment  and  what  the  possibilities  are.  But  I  am  sure  that 
having  good  and  effective  rules  in  this  area  is  in  our  interest.  And 
the  rest  of  the  world  thinks  it  is  in  their  interest  that  we  do  not 
go  off  on  our  own  in  this  area.  So,  there  ought  to  be  some  makings 
of  a  bargain. 

Senator  ROCKEFELLER.  Mr.  Chairman,  I  have  overextended  my 
time,  but  I  will  just  say  again  to  Chairman  Volcker,  it  is  absolutely 
impossible  for  the  Dunkel  draft  to  pass  out  of  the  Senate  Finance 
Committee  on  either  side  of  the  aisle  at  this  point.  It  is  absolutely 
impossible.  It  will  not  happen. 

So,  either  there  is  going  to  have  to  be  a  difference  in  the  way 
dumping,  and  subsidies,  and  the  Europeans  on  agriculture  matters 
are  handled,  or  there  will  not  be  a  GATT  round  in  my  judgment. 
I  mean,  that  is  just  my  own  judgment. 

If  that  were  to  occur,  would  you  consider  that  to  be — well,  I  think 
I  know  your  answer.  You  want  it  to  happen  and  you  would  rather 
stick  with  that  point  of  view. 

Thank  you,  Mr.  Chairman. 

The  Chairman  [presiding].  Mr.  Volcker,  we  appreciate  very,  very 
much  your  appearance  here  this  morning,  and  we  will  leave  the 
record  open  K)r  questions.  I  know  you  have  to  make  another  en- 
gagement, but  the  committee  is  very  appreciative  of  your  coming 
and  being  with  us. 

We  will  now  have  the  panel  come  forward.  Dr.  Thurow  and  Dr. 
Prestowitz.  And  if  they  are  not  doctors,  we  will  make  them  doctors. 

Mr.  Volcker.  I  appreciate  your  courtesy. 

The  Chairman.  Thank  you  very,  very,  very  much. 

Senator  Kerry  [presiding].  Gentlemen,  thank  you  very  much  for 
being  with  us,  and  we  look  forward  to  your  opening  statements. 

STATEMENT  OF  DR.  LESTER  THUROW,  DEAN,  SLOAN  SCHOOL 
OF  MANAGEMENT,  MASSACHUSETTS  INSTITUTE  OF  TECH- 
NOLOGY 

Dr.  Thurow.  I  think  you  need  to  start  with  a  realization  that  we 
are  moving  from  an  era  where  comparative  advantage  was  basi- 
cally determined  by  natural  resources  and  what  economists  call 
factor  proportions,  which  means  capital-labor  ratios,  into  an  era  of 
what  I  would  call  manmade  comparative  advantage. 

For  example,  if  you  look  at  19th  century  America,  we  grew  cotton 
in  the  South  because  the  climate  and  the  soil  was  right,  we  made 
it  into  cloth  in  New  England  because  the  water  power  was  there 
with  the  capital.  New  York  was  the  biggest  city  in  America  because 
it  had  the  best  harbor  with  the  best  water  connection  to  the  Mid- 
west, you  were  going  to  make  iron  and  steel  in  Pittsburgh  because 
given  the  coal,  the  iron  ore,  the  rivers  and  lakes,  there  was  no 
other  place  to  make  it,  Chicago  was  going  to  be  the  transportation 
capital  of  America,  Texas  was  going  to  be  oil. 

I  would  like  to  argue  to  you  that  in  that  world  economic  activity 
and  its  location  is  more  or  less  immutable.  There  is  very  little  role 
that  governments  are  going  to  play  in  where  economic  activity  oc- 
curs. 
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There  are  a  series  of  events,  however,  that  have  basically  erased 
that  world.  The  first  series  of  events  are  the  ^een  revolution  and 
the  material  science  revolution  that  have  basically  kicked  natural 
resources  out  of  the  equation. 

The  second  event  is  a  world  capital  market,  which  means  we  no 
longer  make  capital-intensive  products  in  rich  countries  and  labor- 
intensive  products  in  poor  countries  because  everybody  has  access 
to  that  world  capital  market. 

We  also  now  nave  a  world  where  human  skills  are  more  impor- 
tant than  physical  skills,  and  this  whole  distinction  between  capital 
and  labor  has  more  or  less  collapsed,  and  we  are  entering  into  an 
era  where  if  you  are  looking  at  skills,  it  is  the  one  source  of  long- 
run  competitive  advantage. 

As  was  mentioned  earlier,  if  you  look  at  the  American  workforce, 
about  one-third  of  us  you  can  call  a  world-class  workforce,  two- 
thirds  of  us  you  would  have  to  call  a  Third  World  workforce,  and 
the  problem  is  in  the  global  economy  that  Third  World  workforce 
inside  the  United  States  will  be  paid  Third  World  wages  or  it  will 
be  unemployed,  because  you  can  do  those  things  in  the  Third  World 
and  import  them  into  the  United  States. 

Now,  if  you  look  at  what  the  rest  of  the  world  thinks  about  in 
terms  of  strategy,  they  usually  argue  that  there  are  four  things  you 
want  to  look  at  when  you  are  thinking  about  industry  strategically. 
You  are  interested  in  industries  that  have  high  value  added,  be- 
cause that  means  potentially  they  can  pay  high  wages  and  high 
profit. 

You  are  interested  in  industries  that  have  high  rate  of  growth  or 
productivity  because  that  means  wages  and  profits  can  go  up.  You 
are  interested  in  industries  that  have  a  high-income  elasticity  of 
demand.  That  is  simply  economic  jargon  for  saying  markets  are 
going  to  expand  rapidly,  and  you  are  basically  interested  in 
complementarities  where  success  in  one  industry  will  lead  to  suc- 
cess in  other  industries. 

Now,  if  you  look  at  countries  like  Japan  or  Taiwan  that  have 
tried  to  systematically  figure  out  what  industries  meet  these  four 
criteria,  they  generally  come  to  the  conclusion  that  the  following 
seven  industries  are  on  their  list  of  desirable  industries.  I  will  read 
you  the  Japanese  list:  microelectronics,  biotechnology,  the  new  ma- 
terial science  industries,  telecommunications,  civil  aviation  manu- 
facturing, machine  tools  plus  robotics,  computers  plus  software. 

Now,  if  you  think  of  those  seven  industries,  what  is  the  common 
denominator  of  them,  other  than  everybody  would  like  to  have 
them?  I  think  the  basic  common  denominator  is  that  these  are  all 
brain  power  industries.  They  could  be  anywhere  on  the  face  of  the 
Earth.  They  could  be  on  the  Moon,  as  far  as  that  is  concerned. 
They  will  be  that  place  where  somebody  organizes  the  brain  power 
to  capture  them,  and  what  I  would  like  to  do  is  talk  about  that  no- 
tion of  organizing  the  brain  power  to  capture  them  from  top  to  bot- 
tom. 

Now,  one  of  the  things  you  have  to  think  about  when  you  talk 
about  organizing  that  brain  power  is  that  in  this  era  of  manmade 
comparative  advantage  and  brain  power  industries.  Government 
has  a  very  important  role  to  play  when  it  comes  to  economic  loca- 
tion. 
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First  of  all,  Government  plays  a  big  role  when  it  comes  to  having 
a  skilled  workforce.  Second,  Government  plays  a  big  role  when  it 
comes  to  having  an  R&D  policy,  and  Government  has  a  big  role  to 
play  to  make  sure  that  you  have  the  appropriate  organizations  to 
play  in  the  world  economy. 

For  example,  if  you  think  about  two  of  the  things  that  have  been 
mentioned  already  this  morning,  a  country  that  does  not  have  a 
value-added  tax  from  the  point  of  view  of  international  trade  is  stu- 
pid, because  it  is  the  only  tax  under  the  rules  of  international  trade 
that  is  rebatable  on  exports. 

Just  for  example,  suppose  the  Germans  collected  only  the  value- 
added  tax.  That  would  mean  that  when  Mercedes  Benz  sent  a  car 
to  the  United  States  they  would  get  a  complete  refund  of  all  the 
taxes  they  would  have  paid  on  that  car.  On  the  other  hand,  a  Gen- 
eral Motors  car  going  to  Germany  would  have  to  include  in  the 
price  at  which  it  was  sold  in  Germany  the  payable  tax,  the  prop- 
erty tax,  the  corporate  income  tax,  and  then  when  it  got  to  Ger- 
many, in  addition  it  would  have  to  pay  the  German  value-added 
tax. 

So,  an  American  car  in  Germany  pays  two  taxes.  The  German 
car  in  the  United  states  pays  no  taxes.  Now,  that  is  not  the  Ger- 
mans cheating,  that  is  the  Americans  being  stupid  and  being  un- 
willing to  adjust  our  tax  laws  to  reflect  the  reality  of  the  world 
trade  regime. 

We  also  talked  about  the  antitrust  laws.  The  simple  fact  of  the 
matter  is  that  if  26  Matsui  companies  can  get  together  and  plan 
joint  strategy  in  the  United  States,  which  they  can,  then  you  have 
to  change  the  American  antitrust  laws  to  allow  26  American  cor- 
porations, if  they  wish  to,  to  get  together  and  play  the  game  in 
Japan,  because  we  are  out  of  the  era  when  we  can  basically  assume 
that  the  rest  of  the  world  is  going  to  play  by  American  rules,  and 
in  some  of  these  places  we  are  going  to  have  to  change  the  way  we 
do  things  to  correspond  to  the  rest  of  the  world. 

Now,  I  would  argue  to  you  here,  if  you  think  about  these  policies 
it  is  important  to  understand  that  capitalism  has  a  strategic  defect. 
The  big  defect  of  capitalism  is  that  with  any  reasonable  interest 
rate  the  net  discounted  present  value  10  years  from  now  is  so  small 
as  not  to  matter,  and  so  if  you  look  at  capitalistic  companies  they 
do  not  plan  more  than  7  or  8  years  into  the  future. 

But  the  problem  is  a  lot  of  the  skills  and  R&D  investment  that 
are  going  to  have  to  be  made  to  capture  these  brain  power  indus- 
tries have  a  gestation  period  a  lot  longer  than  7  or  8  years,  and 
I  might  note  just  for  a  matter  of  illustration  that  no  hard-nosed 
capitalist  mother  or  father  would  ever  pay  for  16  years  of  education 
for  their  children — 16  years  of  investments  without  a  return  is  not 
a  capitalistic  investment.  It  does  not  pay.  You  would  not  do  it. 

Real  mothers  and  fathers  will  do  it,  and  smart  societies  will  do 
it,  but  capitalistic  societies  will  never  do  it,  and  of  course  that  is 
one  of  the  reasons  why  in  every  country  in  the  world  education  is 
a  public  matter  as  opposed  to  just  leaving  it  to  the  market. 

If  you  think  of  the  role  that  Government  has  to  play  in  this  area, 
I  think  it  is  basically  to  remember  that  Government  represents  the 
interest  of  the  future  to  the  present,  and  that  is  the  role  you  have 
to  play,  and  of  course  that  comes  back  to  the  Government  deficit 
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and  that  is  one  of  the  places  where  at  the  moment  the  Government 
is  not  representing  the  interest  of  the  future  to  the  present. 

Now,  the  problem  of  course  is,  if  you  are  going  to  have  an  R&D 
policy  that  focuses  on  these  industries,  you  have  to  have  basically 
some  kind  of  industrial  strategy  behind  it,  and  in  the  last  50  years 
the  industrial  strategy  in  the  United  States  has  been  called  our 
military  strategy,  which  informed  our  Government  R&D  policies, 
since  about  40  percent  of  all  the  money  spent  on  R&D  in  the  Unit- 
ed States  came  from  the  military,  directly  or  indirectly. 

Now,  the  great  thing  about  the  American  military  is,  it  knew 
what  it  wanted — a  missile  that  lands  within  15  feet,  a  submarine 
that  stays  underwater  for  ever,  a  spy  satellite  that  sees  everything. 

It  is  similarly  important  that  if  you  are  going  to  do  a  civilian 
R&D  policy  you  also  have  to  know  what  you  want.  You  cannot  sim- 
ply give  money  to  researchers  and  tell  them  to  do  good  things.  You 
have  to  know  where  you  are  going  to  place  your  investments. 

For  example,  I  could  bring  you  to  MIT  and  walk  you  around,  and 
I  will  show  you  some  fabulous  technologies.  The  problem  is,  some 
of  these  are  going  to  lead  to  big,  important  industries,  and  some 
will  not. 

You  have  got  to  understand  that  you  have  got  to  decide  where 
you  are  going  to  bet  your  investment  dollars.  This  does  not  mean 
Government  has  to  pick  winners  or  losers,  but  it  does  mean  it  has 
to  be  involved,  and  I  would  suggest  that  you  might  think  about 
looking  at  some  of  the  European  projects  like  Jessi,  Eureka,  Esprit, 
Prometheus. 

In  all  of  these  areas  the  Common  Market  has  picked  a  hot  tech- 
nology and  said  that  we,  the  government,  have  a  pot  of  money,  and 
if  three  companies  from  two  different  countries  will  come  through 
the  door  with  a  good  project  and  half  the  money,  we  the  govern- 
ment will  match  it,  and  so  the  companies  are  picking  winners  and 
losers,  but  the  government  is  lengthening  time  horizons,  expanding 
projects,  and  each  one  of  those  names  that  I  just  mentioned  is  a 
project  designed  to  pick  up  one  of  these  seven  strategic  industries 
which  I  mentioned  earlier. 

Now,  the  previous  chairman  of  the  Council  of  Economic  Advisers, 
Michael  Boskin,  will  go  down  in  history  for  saying  something  which 
he  claims  he  did  not  say,  but  it  is  now  to  the  point.  It  will  be  the 
one  thing  in  his  entire  lifetime  that  will  be  remembered,  and  that 
is  it  does  not  make  any  difference  whether  the  United  States 
makes  computer  chips  or  potato  chips. 

The  fact  of  the  matter  is,  if  you  read  an  economic  textbook  he  is 
absolutely  right,  because  supposedly  the  rate  of  return  in  every  in- 
dustry is  the  same,  the  wage  rate  in  every  industry  is  the  same, 
and  the  only  difference  is  skills  and  the  amount  of  capital  ab- 
sorbed. 

The  problem,  of  course,  is  that  in  the  real  world  rates  of  return 
and  wages  are  not  identical  in  every  industry  and  it  makes  a  hell 
of  a  lot  of  difference  whether  you  make  computer  chips  or  potato 
chips,  and  that  in  a  world  of  manmade  comparative  advantage  and 
brain  power  industries  gets  you  into  this  whole  question. 

Now,  the  problem  on  the  trade  side,  of  course,  is  that  you  cannot 
formulate  a  trade  policy  until  you  have  first  formulated  an  indus- 
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trial  policy,  because  the  question  is,  Where  do  you  want  to  play  the 
game? 

For  example,  the  United  States  restricts  lamb  imports  from  New 
Zealand,  the  Japanese  restrict  the  imports  of  amorphous  metals 
from  the  United  States.  Lamb  does  not  meet  my  four  criteria  of 
high  value-added,  high  productivity,  high  income  elasticity  of  de- 
mand, complementarities.  Amorphous  metals  do.  One  is  strategic 
and  one  is  simply  protection. 

There  was  an  article  not  too  long  ago  in  the  MITI  magazine  in 
Japan  which  said  the  United  States  has  an  industrial  trade  policy, 
it  is  just  loser  driven,  and  they  use  that  phrase — "an  American 
loser-driven  industrial  trade  policy" — and  I  think  that  is  basically 
the  way  the  rest  of  the  world  sees  us.  We  have  a  trade  policy.  It 
is  just  a  loser-driven  trade  policy. 

Now,  the  problem  is,  if  you  say,  what  should  our  trade  policy  be, 
you  in  Washington  cannot  figure  it  out,  I  in  Cambridge  cannot  fig- 
ure it  out.  The  basic  problem  is  you  have  got  to  put  a  process  in 
place  to  do  it,  because  it  takes  a  lot  of  hard  work  and  analysis  and 
a  lot  of  widespread  consultations  to  see  whether  people  are  willing 
to  participate.  It  involves  looking  at  the  American  skill  base  and 
its  technological  strengths,  it  involves  looking  at  your  competitor's 
skill  base  and  their  technological  weaknesses,  and  let  me  give  you 
an  example. 

For  example,  suppose  you  want  to  be  a  leader  in  the  tele- 
communication industry.  What  is  the  right  thing  to  do?  One  thing 
you  might  do  is,  you  might  put  more  R&D  money  in  telecommuni- 
cations research. 

On  the  other  hand,  you  may  say  the  right  way  to  do  it  is  the  way 
the  Germans  are  doing  it,  where  you  rewire  East  Germany  with 
fiberoptics  so  you  have  18  million  people  on  a  fiberoptics  test  bed 
so  you  can  do  things  that  nobody  else  in  the  world  can  do.  In  each 
individual  industry,  it  is  going  to  be  different. 

Now,  in  some  of  these  things  trade  plays  a  role,  in  some  of  them 
it  does  not.  I  think  we  need  to  point  to  two  things.  In  addition  to 
having  an  industrial  policy  on  the  positive  side,  I  think  you  have 
to  think  about  trade  and  industrial  policies  on  the  negative  side, 
and  the  Japanese  call  this  strategic  retreat.  How  do  you  get  out  of 
industries  that  you  ought  to  be  getting  out  of  with  the  least  pos- 
sible pain  to  the  human  beings  involved? 

If  you  want  to  look  at  a  well-executed  strategic  retreat,  you 
would  look  at  the  Japanese  involvement  in  the  aluminum  industry, 
where  when  they  came  to  the  conclusion  that  because  they  import 
energy  they  could  never  be  the  low-cost  producers  of  aluminum 
they  got  out  of  that  industry  very  rapidly,  and  the  government 
played  a  positive  role  in  getting  out  as  well  as  getting  in. 

The  next  thing  you  have  to  think  about  is  this  whole  question  of 
how  do  you  play  defense,  and  of  course  Airbus  Industries  is  the 
best  example.  We  can  sit  here  and  say  that  the  Europeans  made 
a  mistake,  they  should  not  have  put  all  those  subsidies  into  Airbus 
Industries,  but  the  fact  of  the  matter  is  they  did,  and  the  fact  of 
the  matter  is,  Airbus  Industries  is  not  going  to  go  away,  because 
you  cannot  go  back  and  replay  history. 

So,  then  the  question  is,  What  do  you  do  in  these  areas  where 
some  of  your  neighbors  out  there  in  the  world  have  targeted  one 
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of  your  key  industries,  and  basically  are  planning  to  drive  your 
companies  out  of  business? 

But  I  would  argue  to  you  until  you  think  about  strategic  trade, 
in  some  sense  we  are  trying  to  put  the  cart  before  the  horse.  We 
have  to  think  about  what  the  American  economic  strategy  is  before 
we  can  really  start  to  think  well  on  the  strategic  side. 

Then  when  you  think  on  the  strategic  side,  I  think  you  then  have 
to  have  a  very  different  set  of  involvements  involving  American 
companies,  and  a  lot  of  people  outside  of  Washington,  DC  before 
you  can  really  come  to  the  bottom  line  and  say,  this  is  how  we 
ought  to  set  up  our  strategic  trade  policy  in  the  United  States. 

Thank  you. 

[The  prepared  statement  of  Dr.  Thurow  follows:] 

Prepared  Statement  of  Lester  C.  Thurow 

strategic  trade  policy 

I.  We  are  moving  from  an  era  where  comparative  advantage  was  determined  by 
natural  resources  endowments  and  capital-labor  ratios  (what  economists  know  as 
factor  proportions)  into  an  era  of  man-made  comparative  advantage. 

A.  In  ihe  19th  century  the  United  States  grew  cotton  in  the  south  because  the 
climate  and  soil  were  right,  made  cloth  in  New  England  because  that  was  where 
the  water  power  and  capital  were,  New  York  was  the  biggest  city  in  America  since 
it  had  the  best  harbor  on  the  east  coast  with  the  best  water  connection  to  the  mid- 
west, Pittsburgh  was  the  iron  and  steel  capital  since  given  the  coal,  iron  ore,  rivers, 
and  lakes  there  was  no  other  place  to  do  it,  in  the  age  of  railroads  Chicago  was  the 
transportation  capital  and  hog  butcher  to  the  world,  Texas  was  oil.  The  location  of 
economic  activity  was  essentially  immutable. 

1.  The  green  revolution  and  the  materials  science  revolution  have  knocked  natu- 
ral resources  out  of  this  economic  equation.  Having  them  doesn't  make  one  rich;  not 
having  them  does  not  force  one  to  be  poor.  In  real  terms,  from  1970  to  1990  raw 
material  prices  fell  40  percent  and  will  fall  at  least  that  much  again  in  the  next 
20  years. 

2.  World  capital  market  means  that  no  longer  do  we  automatically  make  capital 
intensive  products  in  rich  countries  and  labor  intensive  products  in  poor  countries. 

a.  Every  country  now  effectively  borrows  in  New  York,  London,  and  Tokyo  and 
has  access  to  the  same  capital. 

b.  As  human  skills  have  become  more  important,  the  distinction  between  capital 
and  labor  has  become  less  relevant. 

3.  In  the  century  ahead  human  capital,  skills,  will  be  one  of  the  two  prime  deter- 
minants of  economic  location. 

a.  The  US  is  simultaneously  both  a  first  world  and  a  third  world  economy.  One 
third  of  the  labor  force  has  first  world  skills  and  will  be  paid  a  first  worla  wage 
but  two  thirds  of  the  labor  force  has  third  world  skills  and  will  be  paid  a  third  world 
wage  in  a  global  economy  where  factor  price  equalization  reigns. 

B.  Everyone  would  like  to  have  industries  that  are  exp)ected  to  be  high  value 
added  since  only  they  can  pay  high  wages,  expected  to  have  a  high  rate  oi  growth 
of  productivity  since  value  added  and  hence  wages  will  be  rising  rapidly,  expected 
to  have  a  high  income  elasticity  of  demand  since  jobs  opportunities  will  be  growing 
rapidly,  and  expected  to  have  complementarities  where  success  in  one  industry  will 
give  one  an  edge  in  other  industries. 

1.  Those,  such  as  Japan  or  Taiwan,  who  prepare  such  li.sts  tend  to  come  to  the 
conclusion  that  the  following  seven  industries  meet  these  four  conditions:  micro-elec- 
tronics, bio-technology,  the  new  material  science  industries,  telecommunication,  ci- 
vilian aircrafl  manuTacturing,  machine  tools  plus  robotics,  and  computers  plus  soft- 
ware. 

2.  The  common  denominator  of  these  industries  is  that  they  are  brain  power  in- 
dustries and  could  geographically  be  located  anywhere  on  earth. 

3.  We  are  in  an  era  of  man-made  comparative  advantage. 

II.  As  a  result  the  whole  notion  of  national  economic  strategies  must  be  different 
than  it  would  have  been  even  a  few  decades  ago. 

A.  Many  of  the  elements  that  go  into  the  creation  of  these  brain  power  industries 
are  dependent  on  government  activities. 
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1.  Government  has  to  insure  (1)  that  the  necessary  skills  are  present  in  the  labor 
force,  (2)  that  the  necessary  R&D  is  done,  and  (3)  that  the  appropriate  organizations 
exist  to  take  advantage  of  both  the  available  skills  and  knowledge. 

B.  Capitalism  has  a  strategic  defect.  Using  any  reasonable  interest  rate,  the  net 
discounted  present  value  of  a  dollar  10  years  from  now  is  so  low  as  not  to  matter. 
As  a  result,  no  capitalist  msikes  investments  that  do  not  pay  out  in  less  than  7  to 
8  years. 

1.  But  the  skill  and  R&D  investments  that  must  be  made  to  capture  tomorrow's 
brain  power  industries  often  have  a  gestation  period  much  longer  tnan  7  or  8  years. 

2.  Example:  No  hard  nosed  capitalistic  motner  or  father  would  ever  invest  in  16 
years  of  eaucation  for  their  children.  Sixteen  years  is  simply  too  long  to  go  without 
a  return.  Yet  collectively,  education  clearly  pays  off. 

C.  As  a  result,  government  has  an  important  role  to  play.  It  must  represent  the 
interests  of  the  future  to  the  present. 

1.  Government  must  take  systematic  actions  to  lengthen  time  horizons  in  the  pri- 
vate sector. 

III.  To  have  an  effective  national  R&D  policy  one  must  have  an  industrial  strat- 
egy- 

A.  Giving  money  to  researchers  and  telling  them  to  do  good  things  does  not  work. 
1.  In  the  past  50  years  America's  R&D  policies  have  been  driven  by  its  military 

strategies.  The  great  thing  about  the  military  is  that  it  knew  what  it  wanted — a 
missile  that  lands  within  15  feet,  a  submarine  that  stays  under  water  forever,  a  spy 
satellite  that  sees  everything. 

B.  A  civilian  R&D  policy  similarly  has  to  know  what  is  wanted.  Where  is  the 
global  economic  game  to  be  played?  What  is  the  American  game  plan? 

1.  I  could  walk  you  around  MIT  and  show  you  some  wonderful  technologies.  But 
some  will  lead  to  big  important  industries  and  some  won  t.  Someone  has  to  decide 
where  to  invest. 

2.  This  does  not  mean  that  government  has  to  pick  winners.  In  its  projects  such 
as  Jessi,  Esprit,  or  Eureka,  the  European  Common  Market  announces  that  it  has 

f)icked  some  hot  technologies,  has  matching  funds,  and  if  three  companies  from  at 
east  two  different  countries  will  come  through  the  door  with  a  good  project  and  half 
the  funds,  these  private  funds  will  be  matched  with  government  funds. 

3.  Government  is  not  picking  winners  but  it  is  expanding  time  horizons  and  the 
scale  of  activities  that  would  otherwise  occur. 

rV.  Computer  chips  versus  potato  chips. 

A.  Although  he  denies  making  the  remark,  the  Chairman  of  President  Bush's 
Council  of  Economic  Advisers,  Michael  Boskin.  will  do  down  in  history  as  the  man 
who  said  that  it  did  not  make  any  difference  whether  America  made  computer  chips 
or  potato  chips. 

1.  As  economics  is  taught  in  our  textbooks,  he  is  right.  In  equilibrium  rates  of 
return  to  capital,  human  and  physical  are  the  same  in  each  industry  and  the  rate 
of  return  for  sacrificing  leisure  (wages)  is  also  the  same  in  each  industry. 

2.  In  fact  this  equilibrium  does  not  exist  and  it  does  make  a  difference.  Rates  of 
return  and  wages  are  not  identical. 

3.  It  is  this  difference  between  reality  and  textbook  economics  that  makes  an  in- 
dustrial strategy  and  a  trade  strategy  necessary. 

B.  But  a  trade  strategy  cannot  be  formulated  unless  an  industrial  strategy  has 
been  formulated.  What  is  the  American  game  plan  and  where  does  the  United  States 
want  to  play  the  game?  Without  an  answer  to  this  question,  there  is  no  possibility 
of  generating  a  strategic  trade  policy.    " 

1.  America  restricts  lamb  imports  from  New  Zealand  while  Japan  restricts  amor- 
phous metal  imports  from  the  United  States.  Both  are  restrictive;  only  one  is  strate- 
gic. 

a.  No  one  believes  that  lamb  meets  the  four  criteria  outlined  above — high  value 
added,  high  productivity  growth,  high  income  elasticity  of  demand, 
complementarities. 

b.  The  Japanese  believe  that  amorphous  metals  do  meet  these  criteria  and,  as  the 
Japanese  say,  the  United  States  has  an  industrial  and  trade  strategy. 

2.  It  is  just  loser  driven. 

V.  Before  anyone  could  say  what  America's  strategic  trade  policy  should  be,  one 
has  to  know  what  the  American  game  plan  is  for  playing  the  global  game  filled  with 
brain  power  industries  in  an  era  of  man-made  comparative  advantage. 

A.  That  game  plan  requires  a  lot  of  hard  analysis  and  widespread  consultations 
if  it  is  to  be  formulated. 

1.  One  was  to  analyze  both  the  American  skill  and  technological  strengths  in  dif- 
ferent industries  and  the  weaknesses  of  one's  principal  competitors. 

2.  One  has  to  understand  where  the  keys  to  achieving  success  are  located. 
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a.  Example:  Is  leadership  in  the  telecommunication  industry  of  tomorrow  to  be 
gotten  in  strengthening  America's  laboratory  leadership  in  the  key  technolo^es  in 
uiis  industry  or  in  building  the  a  fiber  optics  test-bed  such  as  that  Germany  is  now 
building  in  eastern  Germany? 

B.  An  industrial  and  trade  strategy  also  requires  a  theory  of  strategic  retreats. 
How  does  a  country  get  out  of  the  industries  that  it  should  get  out  of  with  less  pain 
and  permanent  damage  to  human  capital? 

1.  The  Japanese  aluminum  industry  is  a  good  illustration  of  a  well  planned  stra- 
tegic retreat  in  the  wake  of  the  energy  shocks  of  the  1970s. 

C.  Where  and  how  is  the  game  to  he  played?  Without  an  answer  to  that  question, 
there  is  no  such  thing  as  a  strategic  trade  policy  for  the  United  States. 

Senator  Kerry.  Thank  you  very  much,  Dr.  Thurow,  we  appre- 
ciate that. 

Mr.  Prestowitz. 

STATEMENT  OF  CLYDE  PRESTOWITZ,  PRESmENT,  ECONOMIC 

STRATEGY  INSTITUTE 

Mr.  Prestowitz.  By  this  time  in  the  proceedings,  usually  every- 
thing worth  saying  has  been  said.  I  would  like  to  submit  my  full 
statement  for  tne  record,  but  just  concentrate  for  a  moment  on  the 
question  of  how  to  address  the  trade  question. 

The  trade  problem  in  the  United  States  has  two  aspects.  One  is 
the  size  of  the  trade  deficit,  the  other  is  the  composition  or  the  con- 
tent of  the  trade  deficit. 

With  regard  to  the  size  of  the  trade  deficit,  the  classical  view 
which  was  stated  by  Chairman  Volcker  this  morning  is  that  high- 
savings  countries  have  trade  surpluses  and  low-savings  countries 
have  trade  deficits,  and  therefore  the  solution  is  to  increase  sav- 
ings, and  in  the  context  of  the  U.S.  experience,  that  means  to  re- 
duce our  budget  deficit. 

While  I  do  not  disagree  with  that,  I  think  that  if  there  is  one  sin- 
gle problem  that  we  as  a  country  need  to  resolve,  it  clearly  is  the 
problem  of  our  budget  deficit  and  our  tax  system.  I  do  not  think 
there  is  really  any  room  to  disagree  with  that. 

Having  said  that,  I  think  it  is  also  worth  understanding  that  our 
savings  behavior  is  in  some  ways  affected  by  the  trade  situation. 
There  is  in  economics  a  well-known  accounting  identity  which  says 
that  savings  minus  investment  plus  the  budget  Grovernment  sur- 
plus or  deficit  equals  net  exports. 

This  is  an  equation.  It  is  tautologically  true,  and  typically  the 
discussion  of  it  is  done  in  terms  of  tne  assumption  that  the  action 
in  the  equation  moves  from  left  to  right.  That  is,  that  savings,  in- 
vestment, and  Government  spending  behavior  influences  trade,  and 
of  course  it  does,  but  just  because  it  is  an  equation,  that  means 
that  mathematically  it  must  be  possible  that  trade  behavior  influ- 
ences the  other  side  of  the  equation  as  well,  and  it  does,  also. 

Just  to  cite  a  quick  example,  U.S.  supercomputers  have  been 
blocked  in  the  Japanese  market.  If  by  some  miracle  the  Japanese 
market  were  open  tomorrow,  U.S.  supercomputer  manufacturers 
would  sell  more  supercomputers  in  Japan.  They  would  make  more 
money,  their  costs  would  be  lower,  they  would  pay  more  taxes,  they 
would  save  more  at  the  corporate  level,  possiblv  their  employees 
would  save  more,  U.S.  savings  investment  and  (government  spend- 
ing would  be  affected  as  a  result  of  this  activity  on  the  trade  side. 

So,  that  suggests  that  even  in  terms  of  reducing  the  size  of  the 
trade  deficit,  dealing  with  trade  structures,  trade  problems,  unfair 
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trade,  structural  differences,  trade  barriers  is  an  important  thing 
to  consider. 

Second,  even  more  important  in  some  ways  than  the  size  of  the 
trade  deficit  is  the  content  of  the  trade  deficit.  We  could,  after  all, 
theoretically  balance  our  trade  with  Japan — putting  the  spotted 
owl  aside  for  a  moment — if  we  chopped  down  enough  trees  in  Or- 
egon and  Washington,  if  we  gathered  up  enough  waste  paper — 
which  is  the  biggest  export  item  from  the  Port  of  New  York  City — 
and  if  we  gathered  up  enough  empty  Coke  and  Pepsi  cans  and 
shipped  the  scrap  aluminum — which  is  our  fastest-growing  ex- 
port— to  Japan,  theoretically  we  could  balance  the  machine  tools, 
Lexises,  video  tape  recorders,  et  cetera,  that  we  import  from  Japan. 

It  is  not  clear  that  that  would  necessarily  make  us  economically 
better  off.  In  fact,  in  a  recent  meeting  with  some  leading  trade  com- 
mentators, one  of  them  said,  "Why  do  we  not  ship  more  Alaskan 
oil  to  Japan?" 

Well,  we  could  ship  Alaskan  oil  to  Japan,  and  that  would  cover 
to  some  extent  our  bilateral  trade  deficit  with  Japan.  It  would  not, 
however,  reduce  the  overall  U.S.  trade  deficit  by  $1.  We  would  have 
to  substitute  for  the  Alaskan  oil  we  export  by  importing  more  Ven- 
ezuelan or  Mexican  oil,  and  it  would  not  create  another  job  in  the 
United  States,  and  it  would  not  do  anything  about  opening  up  the 
Japanese  market  for  the  computers  that  in  fact  would  create  more 
jobs  in  the  United  States. 

So,  the  point  is  that  in  order  to  really  deal  with  the  productivity 
and  the  welfare  implications  of  our  trade  problem  we  have  to  deal 
with  the  question  of  the  content  of  trade  and  that  gets  you  down 
to  dealing  with  these  questions  of  industrial  policy  subsidies, 
dumping,  structural  barriers  and  so  forth. 

There  are  essentially  two  potential  approaches.  The  classic  U.S. 
approach  has  been  to  argue  that  we  want  to  move  toward  a  liberal 
trading  system  and  that  to  do  so  the  United  States  should  set  the 
example  by  maintaining  open  markets  here  and  arguing,  negotiat- 
ing with  our  trade  partners  to  persuade  them  to  remove  their  trade 
barriers  and  to  change  their  policies. 

The  concern  is  that  if  we  should  respond  in  kind  to  countries 
with  whom  we  are  negotiating  by  imposing  trade  barriers  or  in 
some  way  acting  reciprocally,  that  this  will  precipitate  a  trade  war 
and  that  trade  war  will  result  in  severe  losses  both  to  ourselves 
and  to  our  trading  partners,  and  therefore  we  want  to  avoid  that. 

This,  of  course  is  an  attractive  approach.  It  appeals  to  the  ideal- 
ism and  the  sense  of  progress  of  the  American  public  at  large,  but 
let  me  recall  to  you  an  experience  I  had  several  years  ago  which 
I  think  lies  at  the  heart  of  this  issue. 

You  may  recall — I  am  sure  all  of  you  do — the  famous  MOSS  ne- 
gotiations with  Japan,  market-oriented  sector-specific  negotiations. 
Some  people  said  it  stood  for  more  of  the  same  old  stuff,  but  the 
idea  was  that  we  were  going  to  identify  markets  in  Japan  where 
U.S.  industries  were  very  competitive,  negotiate  intensively  to  re- 
move all  barriers,  and  then  U.S.  industry  would  establish  beach- 
heads and  spread  out  and  penetrate  the  Japanese  market. 

This  idea  was  first  discussed  in  the  fall  of  1984,  as  President 
Reagan  was  preparing  to  meet  with  Prime  Minister  Nakasone,  and 
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the  question  before  the  Cabinet  was,  What  should  the  President 
say  to  Nakasone? 

There  were  two  schools  of  thought.  One  school  of  thought  was, 
look,  we  have  been  negotiating  with  these  people  forever.  We  can- 
not identify  all  the  trade  barriers  in  Japan.  If  we  could,  we  could 
not  get  them  all  removed,  and  if  we  could,  new  ones  could  be  cre- 
ated faster  than  we  could  get  the  old  ones  removed. 

So,  why  do  we  not  forget  all  that  nonsense,  and  why  do  we  not 
just  have  the  President  say  to  the  prime  minister,  look,  Mr.  Prime 
Minister,  I  have  got  a  problem.  Last  year  when  you  had  a  problem, 
I  helped  you  out.  I  called  ofF  my  dogs.  I  did  not  allow  my  Secretary 
of  Commerce  to  initiate  dumping  cases  against  your  machine  tool 
industry.  I  stopped  my  Trade  Representative  from  initiating  unfair 
trade  action  against  your  semiconductor  industry,  and  now  I  have 
a  problem,  and  my  problem  is  that  you  people  do  not  buy  enough 
and  you  sell  us  too  much.  We  have  got  this  huge  trade  deficit.  It 
is  causing  political  problems,  and  I  need  some  help. 

Why  do  you  not  set  a  number?  I  do  not  care  what  the  number 
is.  You  Japanese  are  always  having  visions.  You  have  visions  of  the 
auto  industry,  and  the  machine  tool  industry,  and  the  semiconduc- 
tor industry.  Have  a  vision  of  imports,  and  pick  a  number,  and  just 
try  to  reach  it. 

Well,  that  stream  of  thought  was  strongly  opposed  by  others  in 
the  Cabinet  who  said  no,  that  would  be  managed  trade,  that  would 
be  protectionism,  and  that  what  we  needed  to  do  was  to  promote 
market  forces  in  Japan  by  entering  into  these  MOSS  agreements. 

Now,  the  question  then  arose,  what  do  we  consider  to  be  barriers 
in  Japan,  and  I  asked  this  question  of  some  of  the  officials  at  that 
meeting.  I  said,  "You  know,  are  you  talking  about  classic  trade  bar- 
riers, are  you  talking  about  quotas  and  tariffs  and  border  meas- 
ures, the  classic  things  that  the  GATT  deals  with,  or  are  you  talk- 
ing about  the  administrative  guidance,  the  distribution  system?" 
What  does  it  mean  when  you  say  we  are  going  to  remove  all  these 
barriers? 

The  answer  was,  all  barriers,  including  the  keiretsu,  the  admin- 
istrative guidance,  et  cetera.  When  I  heard  that,  a  thought  went 
through  my  mind,  which  was  the  following.  Here  I  am,  sitting  in 
the  White  House,  surrounded  by  highly  educated,  cosmopolitan 
men  and  women,  at  the  center  of  power  of  the  strongest  country 
the  world  has  ever  seen. 

If  I  were  to  stand  up  in  this  meeting  and  suggest  that  we  send 
our  trade  negotiators  to  Japan  to  convert  them  all  to  Christianity, 
I  would  be  laughed  out  of  the  room.  Everyone  in  this  room  is  so 
sophisticated  and  so  smart  that  they  know  that  that  is  an  impos- 
sible task,  a  fool's  mission,  but  in  fact  what  our  Under  Secretary 
of  State  for  Economic  Affairs  and  our  trade  negotiator  and  our  Dep- 
uty Secretary  of  the  Treasury  have  just  done  is  precisely  that. 

They  have  just  decided  that  we  are  going  to  send  our  trade  nego- 
tiators to  Japan  to  change  the  whole  Japanese  society,  not  in  reli- 
gious terms  but  in  very  fundamental  philosophical  terms  about  how 
society  relates  to  its  government,  how  an  economy  relates  to  its 
government,  and  when  those  negotiators  are  unsuccessful,  then 
these  very  sophisticated,  intelligent  people  are  going  to  be  forced 
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into  a  corner  which  they  will  have  to  threaten  retaliation  or  else 
appear  to  be  impotent  and  failures  in  their  negotiating  strategy. 

It  seems  to  me  that  where  we  come  to  is  we  of  course  want  to 
move  in  the  direction  of  liberal  trade,  but  we  have  got  to  recognize 
that  there  are  other  countries  out  there  who  conceive  of  economic 
strategy  with  the  relationship  of  industry  and  government  in  very 
different  ways  than  we  do.  It  does  not  mean  they  are  bad,  it  does 
not  mean  they  are  evil.  We  do  not  want  to  be  in  a  position  of  hav- 
ing to  retaliate  against  them. 

But  at  the  same  time  we  have  to  recognize  that  those  different 
conceptions  of  how  to  run  an  economy  have  an  impact  on  us.  And 
therefore,  our  position  ought  to  be  that  we  want  to  negotiate  to  es- 
tablish roughly  equivalent  conditions  of  competition.  That  is  often 
interpreted  as  managed  trade  and  defined  as  wanting  to  negotiate 
market  shares.  But  the  truth  is  that  we  engage  in  a  lot  of  managed 
trade  today  and  have  for  a  long  time,  and  it  does  not  necessarily 
mean  negotiating  the  specific  market  shares  or  cartelizing  the 
world,  for  example. 

We  have  been  running  an  international  airline  network  ever 
since  the  end  of  the  second  world  war,  and  in  international  airline 
agreements  we  negotiate  on  a  reciprocal  basis.  Essentially  equiva- 
lent conditions  of  competition,  the  numbers  of  flights,  the  numbers 
of  destinations,  the  cabotage  rights,  the  landing  fees,  are  all  nego- 
tiated reciprocally  so  that  each  country's  airlines  competes  on  es- 
sentially the  same  basis.  We  do  not  negotiate  a  market  share.  The 
market  shares  fluctuate.  But  the  reason  we  do  that  is  because  we 
know  that  to  be  a  real  country  you  have  to  have  an  airline. 

Air  Zaire,  Air  Sri  Lanka,  economically,  these  do  not  make  sense. 
But  you  cannot  be  a  real  country  without  an  airline.  We  know  that 
we  could  go  to  the  French  and  we  could  tell  them  that  it  is  bad 
for  governments  to  own  airlines  and  they  ought  to  sell  Air  France 
and  privatize  it  and  if  they  do  not  do  it  we  are  going  to  retaliate. 
But  we  know  that  such  an  action  would  be  nonsense.  The  French 
would  not  listen  to  us.  They  would  reject  our  proposals,  and  it 
would  embitter  relationships  between  us. 

And  so  instead  of  doing  that  we  say  well,  OK,  we  recognize  that 
you  folks  think  that  governments  should  own  airlines,  and  that  is 
fine.  But  therefore  we  cannot  give  you  unilateral  free  trade  because 
if  we  do  your  government  subsidized  airline  will  wipe  out  our  air- 
lines and  we  think  that  having  airlines  is  important,  too.  And  so 
we  say  let  us,  however,  trade,  and  let  us  negotiate  an  arrangement 
between  us  which  harmonizes  the  difference  in  the  economic  struc- 
tures or  the  economic  philosophies  that  we  have  toward  airline 
trade  and  we  do  it  and  it  roughly  works.  And  I  suggest  that  that 
kind  of  a  model  should  be  applied  more  generally  in  all  instances 
in  which  we  face  structural  or  economically  philosophical  dif- 
ferences. 

Let  me  just  make  one  last  point  with  regard  to  MFN  on  China, 
which  I  know  is  a  hot  topic.  It  was  a  mistake,  in  my  view,  to  have 
given  MFN  to  China  to  begin  with.  We  gave  MFN  to  China  for  po- 
litical reasons  without  considering  the  economic  implications.  We 
did  it  because  we  wanted  to  achieve  geopolitical  objectives,  and  we 
felt  that  we  could  give  them  economic  concessions  in  order  to 
achieve  some  kind  of  geopolitical  objectives. 
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You  can  debate  whether  that  was  good  geopolitically  or  not,  but 
what  it  means  is  that  we  treat  China  the  same  way  we  treat  the 
UK  or  Canada  or  Germany  in  our  trade.  But  China  has  a  very  dif- 
ferent economic  structure  and  economic  philosophy  than  those 
other  countries. 

Now,  it  seems  to  me,  it  is  very  difficult,  as  Chairman  Volcker 
said,  to  withdraw  MFN  from  China  because  it  then  becomes  a 
major  cause  celebre  between  the  two  countries.  Moreover,  without 
compelling  the  Japanese  and  the  Europeans  and  others  to  impose 
the  same  Kinds  of  human  rights  criteria  on  China  that  we  do,  all 
we  will  succeed  in  doing  is  isolating  ourselves  from  the  Chinese 
market.  So,  it  seems  to  me  that  that  is  not  a  good  direction  in 
which  to  go. 

However,  we  clearly,  in  my  view,  should,  while  maintaining  MFN 
with  China,  condition  it  or  inform  the  Chinese  that  we  are  not 
going  to  extend  them  all  the  privileges  of  the  GATT,  that  we  are 
going  to  monitor  on  a  continuing  basis  for  dumping,  for  subsidies, 
for  slave  labor.  We  are  going  to  insist  that  our  trade  with  China 
be  conducted  on  a  reciprocal  basis,  and  that,  for  heavens  sakes,  let 
us  not  allow  ourselves  to  get  captures  by  the  notion  that  for  politi- 
cal reasons  we  want  to  put  China  in  the  GATT  before  compelling 
China  to  adopt  an  economic  system  that  truly  is  compatible  with 
GATT. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Prestowitz  follows:] 

Prepared  Statement  of  Clyde  Prestowh^,  Jr. 

Mr.  Chairman,  my  name  is  Clyde  Prestowitz,  Jr.  and  I  am  president  of  the  Eco- 
nomic Strategy  Institute,  a  Washington-based  research  organization  developing  new 
strategies  for  dealing  with  economic,  trade,  technology,  and  security  issues  facing 
our  nation.  1  want  Lo  thank  you  for  the  opportunity  to  testily  before  you  this  morn- 
ing on  our  trade  and  technology  policies. 

Our  national  goal  is  not  controversial — we  should  be  striving  to  raise  our  produc- 
tivity and  to  increase  job  creation  thereby  raising  our  overall  standard  of  living.  In 
order  for  our  trade  and  technology  policies  to  be  effective  and  help  us  achieve  this 
objective,  however,  they  must  be  part  of  an  overall  economic  strategy.  The  greatest 
trade  policy  in  the  world  will  not  work  if  there  is  hyper  inflation.  Similarly,  the 
greatest  technology  policy  in  the  world  will  not  work  ii  there  is  inadequate  capital 
to  invest  or  if  the  cost  of  capital  is  six  times  as  high  as  the  rest  of  the  world.  Clear- 
ly, the  only  sensible  approach  is  to  have  an  integrated,  economic  strategy  that  be- 
gins with  the  fundamentals. 

We  must  increase  our  current  levels  of  investment.  In  order  to  invest  we  need 
capital  formation  and  savings  rates  at  least  equivalent  to  other  leading  industrial 
nations.  We,  therefore  need  to  pursue  policies  aimed  at  reducing  our  budget  deficit, 
increasing  the  American  savings  rate,  and  doubling  our  rate  of  capital  Tormation. 
We,  obviously,  also  need  to  pursue  low  inflation  policies  with  a  sound  dollar,  low 
interest  rates,  and  moderate  monetary  growth.  These  fundamentals  are  not  debat- 
able, everyone  agrees  that  these  outcomes  must  be  achieved.  The  debating  point  is 
whether  we  need  to  do  more.  It  is  my  view,  based  on  experience  as  a  trade  nego- 
tiator and  businessman  that  there  are  other  countries  in  the  world  who  do  more  and 
we  would  do  best  Lo  follow  their  lead. 

Japan,  Germany,  Singapore,  Korea,  and  other  nations  not  only  purse  the  basic 
noncontroversial  growth-oriented  fundamentals,  but  also  integrate  their  technology, 
industrial,  and  trade  policies  with  these  broader  macroeconomics  policies.  They  ao 
so  because  they  recognize  that  their  aggregate  economy  is  made  up  of  pieces,  and 
that  the  health  of  these  pieces  is  important  to  the  health  of  the  overall  economy. 
For  example,  they  realize  that  in  order  for  tax  jxjlicy  to  be  efTective,  there  have  to 
be  companies  that  are  earning  enough  money  to  pay  taxes.  Or,  that  their  national 
firms  may  need  to  export  in  order  to  achieve  economies  of  scale  to  be  profitable. 

What  tnese  nations  share  is  the  view  that  the  structure  of  the  economy  is  an  im- 
portant factor  and  determinant  of  the  overall  productivity  of  the  economy.  There- 
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fore,  what  the  economy  produces  is  important  and  by  extension,  what  it  trades  i8 
important.  More  importantly,  their  success  suggests  that  it  is  a  matter  of  priority 
to  understand  linkages  in  the  economy  and  their  impact  on  the  structure  of  the 
economy. 

We  must  understand  the  impact  of  our  various  regulatory,  defense,  and  other  eco- 
nomic policies  on  the  structure  of  the  economy.  We  must  understand  that  the  effects 
of  our  trade  and  technology  policy  will  be  felt  throughout  the  economy. 

U.S.  policy  making  often  has  been  negligent  because  we  have  been  led  by  people 
who  embrace  a  notion,  captured  in  a  quip  from  former  Bush  administration  eco- 
nomic advisers:  "Potato  chips,  computer  chips,  what's  the  difference?  They're  all 
chips."  Implicit  in  this  statement  is  the  belief  that  it  does  not  matter  what  we  make. 
As  a  result,  our  trade  policy  has  focused  on  obtaining  something  called  free  trade 
by  addressing  processes,  rules,  and  procedures.  Meanwhile,  the  content  of  our  trade 
and  the  structure  of  that  trade  was  deemed  to  be  unimportant  since  it  was  believed 
that  the  natural  resource  endowment  of  nations  would  lead  to  the  production  of 
what  is  best  for  each  nation's  particular  circumstances. 

In  a  similar  vein,  technology  policy  was  driven  largely  by  defense  needs,  and  we 
eschewed  a  broader  industrial  policy  that  would  link  technology  policy  with  trade. 
The  reason  was  concern  that  excessive  government  interference  would  result  in 
"picking  winners  and  losers"  in  the  civilian  sector.  Our  fundamental,  national  view 
was  that  structure  doesn't  count — what  we  make  doesn't  matter.  High  technology 
industries  or  low  technology  industries,  the  mix  was  unimportant.  As  a  result,  we 
have  tended  not  to  respond  to  the  industrial  policies  of  other  countries  that  targeted 
the  industries  of  tomorrow.  Traditional,  neoclassical  economists  argued  that  these 
nations  were  only  hurting  themselves.  Subsidizing  Airbus,  targeting  the 
supercomputer  industry,  or  dumping  in  our  market  was  simply  a  gift  to  our  consum- 
ers— if  it  wiped  out  American  industries,  not  to  worry  because  our  economy  was 
growing,  creating  new  jobs  and  people  could  always  find  work. 

But,  if  you  accept  that  structure  counts,  that  what  we  make  does  matter — then 
it  is  necessary  to  form  coherent  technology,  trade,  and  industrial  policies  commensu- 
rate with  our  goals  and  integrate  these  policies  with  the  rest  of  our  macroeconomic 
tools. 

PAST  TRADE  POLICY 

Since  the  end  of  World  War  II,  we  have  championed  the  cause  of  free  trade  and 
open  markets,  and  have  pushed  for  liberalization  of  world  markets  by  focusing  on 
the  procedures,  rules,  and  processes  governing  international  commerce.  Our  over- 
riding concern,  however,  was  geopolitical  issues,  and  as  a  result,  trade  always  took 
the  backseat  In  effect,  our  economic  doctrine  defined  U.S.  welfare  as  being  identical 
to  that  of  the  entire  world  economy.  Typically,  there  was  little  concern  for  trade 
deficits  since  the  standard  argument  was  that  trade  deficits  are  a  function  of  sav- 
ings, investment,  and  government  spending.  Since  trade  deficits,  or  more  precisely, 
current  account  deficits,  lead  to  devaluation  and  indebtedness,  it  has  become  nec- 
essary even  for  the  most  blase  to  admit  that,  at  some  point,  trade  deficits  are  sig- 
nificant. 

Usually,  the  trade  deficit  is  attributed  to  a  lack  of  domestic  savings  and  the  cure 
prescribed  is  an  increased  savings  rate  and  a  reduction  of  government  spjending.  Un- 
derlying this  is  the  classic  view  that  net  exports  are  the  result  of  savings,  invest- 
ment, and  government  spending  behavior.  The  well-known  accounting  identity  is 
"Savings-Investment+Budget  Surplus=Trade  Balance."  The  conventional  expla- 
nation of  this  identity  is  that  nations  with  a  high  private  saving  rates  and  budget 
surplus  or  small  budget  deficit  will  likely  run  a  trade  surplus.  At  the  same  time, 
a  nation  with  a  low  savings  rate  and  a  large  budget  deficit  will  run  a  trade  deficit 
While  this  is  true  as  far  as  it  goes,  it  is  not  the  only  interpretation  of  the  accounting 
identity.  Since  this  is  an  equifibrium  equation,  it  is  as  possible  for  action  to  operate 
from  right  to  left  as  from  left  to  right  As  Harvard  economist  and  former  Undersecre- 
tary of  State  Richard  Cooper  has  written,  "this  accounting  identity  says  nothing 
about  the  dynamics  of  the  impact  of  policy  actions  on  the  economy.'  Recent  econo- 
metric work  by  Dr.  Robert  Blecker  shows  that  savings,  investment,  and  government 
surpluses  and  deficits  also  are  afTected  by  net  exports,  and  not  simply  vice-versa. 
This  cutting  edge  economic  work  indicates  that  a  significant  portion  of  the  U.S. 
trade  deficit  is  structural  in  nature  and  that  at  least  some  of  the  drop  in  U.S.  sav- 
ings rates  is  caused  by  structural  barriers  and  practices  that  contribute  to  the  U.S. 
trade  deficit.  That  the  action  in  the  identity  can  be  both  ways  is  confirmed  by  the 
conventional  remedy  to  trade  deficits-currency  devaluation.  It  is  by  acting  on  the  net 
export  side  of  the  equation  that  the  remedy  aims  to  change  the  equation's  terms. 
To  make  the  point  in  another  way,  suppose  that  tomorrow  the  Japanese  government 


38 

removed  all  barriers  to  procurement  of  supercomputers.  The  result — U.S.  sales  by 
firms  such  as  Cray  would  increase,  firms  woula  realize  lower  costs  and  achieve 
higher  profits,  and  U.S.  net  exports  would  increase.  Part  of  this  would  be  turned 
into  savings,  taxes,  and  debt  reduction. 

Thus,  it  is  clear  that  we  should  not  rely  only  on  the  traditional  macroeconomic 
tools  to  reduce  trade  deficits.  A  structural  trade  deficit  will  not  readily  respond  to 
a  currency  devaluation.  If  we  devalue  our  currency  to  overcome  such  a  problem,  we 
will  wind  up  hurting  ourselves  and  not  reducing  the  trade  deficit  by  much.  Of 
course,  there  is  an  exchange  rate  at  which  imports  become  prohibitive.  If  we  went 
to  50  yen  to  the  dollar  tomorrow,  we  wouldn't  buy  anything  from  Japan.  But  that 
is  really  impoverishing  ourselves. 

Structural  issues  must  be  resolved  with  structural  means — not  macroeconomic 
tools.  This  is  not  to  say  that  exchange  rates  or  other  macroeconomic  tools  are  unim- 
portant. Exchange  rates  are  important  and  it  is  vital  to  have  the  right  exchange 
rate,  however,  its  not  the  only  tool.  We  must  solve  our  trade  problems  with  the  ap- 
propriate measures.  This  means,  in  part,  weaning  ourselves  from  the  tendency  to 
use  exchange  rates  and  macroeconomic  tools  to  solve  problems  that  they  cannot. 

It  is  difficult  to  disentangle  the  impact  of  all  the  factors  that  contribute  to  the 
trade  deficit,  but  there  are  some  indicators  of  the  possible  size  of  the  U.S.  structural 
trade  deficit  with  Japan.  In  the  wake  of  the  halving  of  the  value  of  the  dollar  in 
the  latter  half  of  the  1980s  at  the  Plaza  Accords,  the  U.S.  trade  balance  with  Europe 
swung  from  a  deficit  of  roughly  $20  billion  to  a  surplus  of  the  same  magnitude.  In 
the  case  of  Japan  with  which  the  United  States  has  about  the  same  amount  of 
trade,  the  U.S.  deficit  dropped  only  from  $59  billion  to  about  $40  billion.  The  U.S. 
deficit  with  Japan  is  back  in  the  $50  billion  range  and  this  suggests  that  there  is 
a  strong  structural  element  in  the  U.S.  Japan  trade. 

A  structural  trade  deficit  is  one  that  does  not  respond  readily  to  exchange  rate 
changes  because  it  arises  not  from  macroeconomic  causes  but  rather  from  such  fac- 
tors as  formal  trade  barriers,  varying  regulatory  regimes,  and  informally  restrictive 
business  practices.  It  is  not  unfair  for  other  countries  to  have  a  different  view  of 
industrial  or  antitrust  policies  which  result  in  a  range  of  structures  from  foreign 
cartels,  keirestu  and  chaebol  in  Japan  and  Korea,  to  controlled  distribution.  These 
institutions  are  not  necessarily  unfair  as  our  current  trade  laws  characterizes  them. 
Yet,  these  differences  often  put  us  at  a  disadvantage  because  our  manufacturers  are 
unable  to  achieve  the  same  economies  of  scale  as  other  manufacturers.  The  long- 
term  solution  to  the  problem  is  to  somehow  harmonize  these  structural 
asymmetries.  This  naturally  leads  to  managed  trade  or  results  oriented  trade.  Most 
people  automatically  assume  that  trade  management  means  negotiating  specific 
market  shares  or  cartelizing  a  market,  but  this  is  not  so.  For  years  we  have  engaged 
in  managed  trade  without  negotiating  market  share.  International  airline  routes,  for 
example,  have  been  decided  on  a  bilateral,  reciprocal  basis  where  the  number  of 
flights,  landing  rights,  and  cabotage  issues  are  negotiated  and,  in  fact,  market  share 
fluctuates  significantly.  This  management  occurs  hecause  we  understand  that  if  we 
simply  opened  our  market  to  foreign  airlines  which  are  often  run  and  subsidized  by 
their  foreign  governments,  our  carriers  would  be  overrun.  Instead,  we  manage  air- 
line travel  to  achieve  equivalent  competitive-conditions  that  ensures  competition 
among  countries  with  structural  asymmetries. 

For  another  example,  take  stock  markets.  Both  the  Tokyo  Stock  Exchange  (TSE) 
and  the  New  York  Stock  Exchange  (NYSE)  are  markets  where  businesses  raise  cap- 
ital, but  the  structural  assymetries  between  these  two  markets  gives  rise  to  wholly 
different  outcomes.  There  is  nothing  wrong  in  these  differences — I)ut,  they  can  cause 
serious  competitive  disadvantage.  If  the  parameters  governing  the  NYSE  were 
somehow  altered  to  refiect  and  mirror  those  of  the  TSE,  the  outcome  would  change 
drastically.  One  of  the  most  obvious  efTects  is  that  small  and  medium  sized  firms 
would  be  crushed  because  the  TSE  operating  conditions  favor  large  firms. 

IMPORTANCE  OF  TRADE 

Most  of  the  discussion  of  our  trade  problem  is  in  terms  of  the  size  of  the  trade 
deficit  It  is  often  argued  that  the  size  of  the  trade  deficit  is  a  function  of  the  budget 
deficit  and  therefore  not  changeable.  But  this  premise  is  false.  Trade  friction  arises 
more  from  the  composition  of  the  trade  deficit  than  from  its  size.  Consider  that  we 
have  had  a  large  trade  deficit  with  Saudi  Arabia  for  a  long  time  and  virtually  no 
trade  friction.  We  have  a  trade  surplus  with  Europe,  and  yet  we  have  lots  of  trade 
friction.  Theoretically,  we  could  balance  trade  with  Japan  by  shipping  enough  logs, 
scrap  aluminum,  waste  paper  and  Alaskan  crude  oil  to  balance  out  the  Toyotas, 
copiers,  VCRs,  etc.  that  we  import  from  Japan.  But  would  that  really  solve  our  trade 
problem?  I  think  not. 
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The  reason  is  that  the  trade  friction  arises  as  a  result  of  the  displacement  of  key 
U.S.  industries  by  foreign  industries.  The  friction  is  particularly  virulent  when  this 
displacement  takes  place  under  conditions  that  seem  to  be  inequitable.  We  are  con- 
cerned about  the  displacement  of  such  key  industries  because  it  has  important  af- 
fects on  U.S.  productivity,  technology  development  capability,  and  national  security. 
Thus,  even  if  the  size  of  a  trade  imbalance  is  largely  due  to  macro-economic  factors, 
or  even  if  we  have  an  overall  trade  surplus  with  a  particular  country,  there  are  still 
important  grounds  for  concern  about  bilateral  trade  on  a  sectoral  basis. 

The  principle  involved  here  is  the  trade  analog  of  the  familiar  potato  chips-com- 
puter chips  dichotomy.  If  what  we  make  matters,  then  what  we  trade  also  matters. 
Our  trade  analysis  and  policy  should,  perhaps,  be  less  focused  on  overall  deficits  and 
surpluses  and  more  on  industry-by-industry  trade  dynamics. 

Tiiere  are  essentially  three  categories  of  trade.  Tne  first  is  traditional  Ricardian, 
factor  endowment  based  trade.  The  United  States  imports  bananas  from  Costa  Rica 
which  has  a  warm  wet  climate  and  exports  douglas  fir  from  the  cold  wet  Pacific 
Northwest  to  Costa  Rica  We  can't  grow  bananas  and  they  can't  grow  douglas  fir  or 
at  least  not  at  any  acceptable  cost,  and  so  we  trade  and  both  sides  are  better  off. 
This  trade  takes  place  more  or  less  spontaneously  and  the  rules  of  the  GAIT  are 
perfectly  adequate  to  regulate  it  Deviations  such  as  the  U.S.  sugar,  peanut,  and  beef 
quotas  are  costly  and  reprehensible. 

The  second  category  of  trade  is  government  to  government  transactions.  The  best 
example  is  military  sales  and  military  co-production  and  licensing  arrangements. 
This  trade  is  totally  managed  with  offset,  technology  sharing,  and  domestic  content 
requirements.  The  principles  of  free  trade  have  nothing  to  do  with  these  kinds  of 
arrangements  and  the  United  States  should  never  kid  itself  that  they  do.  The  prob- 
lem of  the  United  States  in  the  past  in  this  category  has  been  that  it  has  usually 
subordinated  the  economic  aspects  of  the  deals  to  the  achievement  of  geo-political 
objectives.  In  the  case  of  the  FSX,  for  example,  the  U.S.  objective  was  commonality 
of  eouipment  and  smooth  relations  with  the  Japanese  air  self  defense  forces,  while 
the  Japanese  objective  was  acquisition  of  U.S.  aircraft  technology  at  the  lowest  pos- 
sible cost  The  guiding  principle  for  U.S.  negotiators  here  should  be  to  get  as  much 
as  we  give  in  purely  economic  and  technological  terms  without  regard  to  the  diplo- 
matic and  political  questions.  In  short,  we  should  recognize  that  this  is  always  goii^ 
to  be  managed  trade  and  attempt  to  manage  it  to  maximize  our  own  economic  ad- 
vantage. 

The  third  category  is  that  of  goods  in  which  comparative  advantage  arises  not 
from  nature  but  as  a  result  of  humanly  arranged  circumstances.  It  is  here,  of 
course,  thai  most  of  the  controversies  arise. 

FUTURE  TRADE  POLICY 

An  appropriate  model  for  trade  management  might  be  the  affirmative  action  de- 
regulation of  the  telecommunication  industry.  In  America,  because  of  the  past  his- 
tory of  the  industry  and  its  consequent  structure,  it  was  clear  that  one  could  not 
simply  remove  regulations  and  tell  AT&T's  challengers  that  they  could  compete: 
AT&T  assuredly  would  have  crushed  any  newcomer.  Certain  restrictions  were  there- 
fore put  on  AT&T  in  order  to  give  a  degree  of  affirmative  action  and  a  significant 
market  share  to  MCI,  Sprint,  and  others.  By  managing  competition  in  telecommuni- 
cations for  a  time,  the  government  was  able  to  change  the  structure  of  the  market 
and  make  it  more  competitive. 

Another  case  where  trade  management  could  create  equivalent  competitive  condi- 
tions is  in  auto  trade  between  the  United  States  and  Japan.  In  the  United  States, 
the  same  dealer  may  sell  Ford  and  Nissan  or  Chevrolet  and  Toyota  In  Japan,  auto 
distribution  is  tightly  controlled  by  manufacturers  which  means  that  to  sell  in 
Japan,  a  U.S.  company  must  set  up  an  entirely  new  dealership  network  which  is 
both  time  consuming  and  costly.  Because  markets  with  such  closed  dealer  systems 
are  more  difficult  to  penetrate  than  the  U.S.  market,  the  American  auto  industry 
is  at  a  long-term  disadvantage.  Not  being  able  to  increase  sales  in  Japan  means  the 
American  auto  makers  have  a  lower  capacity  utilization  rate,  and  are  less  able  than 
their  Japanese  competitors  to  capitalize  on  economies  of  scale.  The  result  is  that 
even  if  American  quality  and  productivity  are  perfect,  the  U.S.  industry  will  be  less 
able  to  sell  in  the  world's  major  markets  than  its  Japanese  competitors  who  will 
have  lower  costs. 

A  solution  would  be  to  negotiate  a  deal  such  that  either  all  Japanese  dealerships 
are  open  or  all  American  dealerships  are  closed.  Or,  we  could  compromise  at  50-50 
with  half  the  dealerships  in  each  country  open  and  half  closed.  This  is  only  a  theo- 
retical solution  to  the  problem.  The  basic  objective  of  U.S.  policy  makers  should  be 
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to  achieve  conditions  such  that  U.S.  industry  is  not  forced  to  compete  at  a  disadvan- 
tage. 

Of  course,  the  objective  of  our  trade  policy  should  be  to  increase  trade.  The  trend 
of  technology  and  the  scale  of  production  needed  for  global  market  success  guaran- 
tees the  shrinkage  of  time  and  distance  inevitably  leading  to  the  integration  of 
world  markets.  But,  the  terms  "globalization,"  "borderless  economy,"  "mutual  inter- 
dependence," "internationalization,"  and  the  like  should  not  be  used  as  excuses  to 
avoid  thinking  about  the  consequences  of  such  interdependence.  In  a  world  in  which 
what  is  made  matters,  the  precise  terms  of  interdependence  are  very  important 
Typically,  we  have  not  worried  about  trade  issues  because  of  the  belief  that  all  mar- 
kets will  be  integrated  and  all  multinational  corporations  act  the  same.  But  they 
don't. 

A  brief  historical  glance  highlights  the  point  that  the  terms  of  integration  are  cru- 
cial to  the  relationship  between  the  affected  countries  and  indeed,  the  world.  India 
and  England  were  integrated  and  interdependent,  but  India  was  dissatisfied  with 
simply  shipping  raw  materials  to  England  for  processing.  The  United  States  and 
Great  Britain  had  similar  problems  several  hundred  years  ago.  The  terms  of  the  in- 
tegration of  different  economies  are  very  important,  and  trade  policy  is  one  compo- 
nent that  deals  with  the  terms  of  integration.  So,  while  we  should  strive  for  liberal- 
izing trade,  we  don't  want  to  do  this  unilaterally.  While  we  want  free  trade  we  don't 
want  simply  to  engage  in  laissez-faire  trade.  We  must  liberalize  trade  on  the  basis 
of  equivalent  competitive  conditions.  To  do  this  we  need  to  use  all  our  tools,  macro- 
economic  tools  like  exchange  rates  and  where  necessary  structural  negotiations  such 
as  affirmative  action  to  equalize  the  competitive  environment  in  order  to  achieve  fa- 
vorable terms  of  integration. 

INTKGRATION  OFTKADK  AND  TECHNOLOGY  POLICIES— INDUSTRIAL  POLICY 

Typically,  industrial  policy  is  described  as  picking  winners  and  losers  or  subsidiz- 
ing industries.  What  is  missed  in  this  caricature  of  industrial  policy  is  that  every 
countiy  has  an  industrial  policy,  conscious  or  not.  All  policies  afreet  both  the  struc- 
ture of  our  economy  and  tne  health  of  sectors  of  the  economy  either  negatively  or 
positively.  When  choices  are  made  over  the  allocation  of  the  telecommunication  spec- 
trum, when  the  Defense  Department  spends  money  on  new  R&D,  when  agendas  for 
trade  negotiations  are  decided,  when  capital  gains  taxes  are  introduced,  or  tax 
write-offs  on  mortgage  payments  are  enacted-industrial  policy  is  at  work.  Typically, 
we  have  pursued  tnese  policies  independently  without  thinking  about  their  efrect  on 
the  overall  productivity  of  the  economy.  At  the  moment,  in  lieu  of  any  overall  guid- 
ing criteria,  the  choices  we  make  are  inevitably  the  victim  of  politics  or  happen- 
stance. For  example,  the  break-up  of  AT&T  was  an  industrial  policy,  yet,  we  didn't 
analyze  the  break-up  from  the  point  of  view  of  its  productivity  impact.  Instead,  it 
was  viewed  simply  as  an  anti-trust  case.  Why  has  rice  been  such  an  important  part 
of  our  trade  agenda  with  Japan?  Certainly  not  because  analysis  shows  major  eco- 
nomic gains  from  opening  Japan's  rice  market  The  way  that  we  impose  environ- 
mental regulations,  work  rule  regulations,  the  choices  we  make  in  trade  negotia- 
tions, or  how  we  exercise  our  anti-trust  legislation  have  a  huge  impact  on  long  term 
producliviLy  and  should  be  analyzed  from  this  perspective.  Tnat's  industrial  policy. 
Industrial  policy  is  not  simply  a  matter  of  subsidizing  industries.  Boeing  doesn't 
need  subsidies,  its  the  world  leader  in  the  aircraft  industry.  What  is  needed  is  to 
respond  to  the  attacks  on  our  competitive  industrial  position  by  other  governments, 
sucn  as  the  Koreans,  the  Japanese,  or  the  Europeans  who  have  explicit  policies 
aimed  at  beating  Boeing,  Douglas,  Cray,  and  our  otner  companies. 

The  future  of  Cray  and  our  other  manufacturers  of  high  technology  goods  is  inte- 
grally related  with  our  trade  policies.  As  the  Office  of  Technology  Assessment  re- 
Jorted  to  Congress  in  1991,  due  to  the  protection  of  the  supercomputer  market  in 
apan,  Cray  and  others  lost  more  than  $700  million  of  sales.  Moreover,  to  produce 
super  computers  requires  very  large  investment  in  R&D  as  well  as  in  plant  and 
equipment  If  Cray  and  others  are  able  to  amortize  that  investment  over  only  two 
instead  of  all  three  of  the  world's  major  markets,  its  costs  will  be  higher  than  nec- 
essary, its  ability  to  invest  in  new  research  and  new  plants  will  be  less,  as  will  the 
number  of  people  il  can  employ  and  the  wages  it  Ban  afford  to  pay.  Ensuring  the 
health  of  these  companies  means  having  an  active,  trade  policy  that  achieves  meas- 
urable results. 

Industrial  policy  means  understanding  that  having  leadership  positions  in  critical 
industries  is  important  and  that  we  must  respond  to  the  industrial  policies  of  other 
nations  in  an  appropriate  fashion.  Industrial  policy  means  recognizing  that  industry 
swims  in  a  pool  ana  that  the  temperature  and  viscosity  of  the  water  is  determined 
by  the  actions  of  government  To  ensure  that  if  you  have  Olympic  swimmers  they 
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can  go  fast,  there  needs  to  be  close  cooperation  between  government  and  business. 
Even  the  greatest  Olympic  swimmers  in  the  world  won't  go  very  fast  if  you  put  them 
in  wet  cement. 

In  the  final  analysis,  the  United  States  cannot  hope  to  confront  the  new  era  of 
geoeconomics  successfully  if,  as  a  matter  of  highest  priority,  it  does  not  revitalize 
its  domestic  economy.  It  must  concentrate  on  building  and  maintaining  leadership 
in  industry  and  technology  through  a  comprehensive  economic  strategy.  U.S.  inter- 
national economic  policy  must  be  an  extension  and  integral  part  of  that  strategy; 
that  policy  should  focus  on  stimulating  world  economic  integration,  a  favorable 
trade  composition,  as  well  as  broad  reciprocity  and  aflirmative  action  in  key  trading 
relations.  To  do  this,  Americans  will  have  to  abandon  much  of  the  conventional  eco- 
nomic wisdom  that  has  misguided  U.S.  policy  for  years. 

Senator  Kerry.  Thank  you,  both  of  you.  You  have  done  exactly 
what  we  knew  you  would  do  and  what  you  have  done  previously 
at  other  hearings,  which  is  help  to  really  focus  this  issue. 

Let  me  just  ask  you,  if  I  may,  as  a  beginning  place,  about  the 
playing  field,  because  one  of  the  purposes  of  this  hearing  is  to  try 
to  understand  it.  And  I  am  not  sure  that  it  is  as  much  a  difficulty 
in  defining  it  as  it  is  in  getting  people  to  wake  up  and  acknowledge 
it  or  recognize  it.  It  seems  to  me  that  for  a  period  of  time  in  this 
country  we  saw  the  same  thing  happening  to  ourselves  internally. 

Fritz  Hollings  in  South  Carolina  was  terrific  at  getting  the  jobs 
from  Massachusetts.  And  for  a  period  of  time,  certainly  through  the 
1800's,  most  of  our  trade  history  in  the  United  States  was  this 
struggle  as  we  worked  out  problems  of  valuation  and  rules  of  the 
game.  We  created  institutions  to  order  that  such  as  the  ICC,  our 
Supreme  Court  has  ruled,  and  we  have  ways  of  working  this  out 
within  our  domestic  law. 

For  a  while  that  worked  internationally  through  GATT  and 
through  the  original  agreements  of  Bretton  Woods.  The  question  is 
now — and  I  think  you  have  both  partially  answered  it,  but  I  want 
to  really  focus  on  it  and  perhaps  drive  it  home — are  we  not  in  a 
different  world  internationally  where  we  have  not  paid  attention  to 
what  we  learned  about  our  own  sort  of  structure  for  organizing 
trade? 

We  do  not  have  rules  that  apply  to  the  current  situation.  And  we 
are  sitting  there  basically  pretending,  as  you  said,  that  they  are 
going  to  convert  to  Christianity,  when,  in  fact,  there  is  nothing  that 
is  compelling  them  to,  interesting  them  in  it,  or  even  adequately 
or  sufficiently  educating  them  about  it.  So,  would  you  agree  that 
we  are  just  off  target  in  terms  of  the  structure  that  we  are  willing 
to  live  with  with  respect  to  what  is  supposed  to  order  the  inter- 
national engagement? 

Mr.  Prestowitz.  I  would  agree  with  that.  I  would  argue  that  I 
do  not  think  countries,  for  the  most  part — let  me  modify  that  and 
say  I  think  many  countries  have  never  played  by  the  rules.  The 
reason  it  has  come  more  to  our  attention  recently  is  because  in  the 
first  20,  25  years  after  the  end  of  the  Second  World  War  it  was  not 
so  apparent  that  they  were  not  playing  by  the  rules  because  we 
were  so  dominant  that  it  did  not  matter  so  much  to  us. 

As  our  dominance  has  diminished  and  our  ability  to  compete  has 
diminished,  we  have  become  more  conscious  of  the  rules  and 
whether  they  are  being  adhered  to  or  not,  and  of  course,  it  becomes 
more  of  an  issue.  But  in  fact,  I  think  they  have  never  played  by 
the  rules  and  I  think  this  is  part  of  the  problem.  We  acauiesced  for 
a  very  long  time  in  an  asymmetrical  situation  in  whicn  we  more 
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or  less  unilaterally  engaged  in  market  opening  and  made  economic 
concessions  without  requiring  reciprocity.  And  so  it  has  become 
part  of  the  warp  and  woof  of  the  system. 

I  had  breakfast  this  morning  with  the  ambassador  of  one  of  our 
leading  trading  partners  in  Asia.  And  I  was  fascinated  to  listen  to 
him  talk,  because  he  was  talking  about  the  problem  of  rising  pro- 
tectionism in  the  United  States  and  how  terrible  that  was.  And  I 
then  asked  him  how  many  U.S.  autos  were  sold  in  his  country  last 
year.  And  of  course,  virtually  none.  And  then  I  asked  him  well, 
"Why  is  that?"  And  he  said,  "Well,  you  know,  Confucian  society, 
our  people  do  not  go  in  for  ostentatious  consumption"  and  so  forth. 

I  mean,  the  point  I  am  trying  to  make  is  that  this  fellow  who 
thinks  of  himself  as  being  an  adherent  of  free  trade  has  a  mental 
concept  of  the  way  the  world  works  in  which  it  is  taken  for  granted 
that  the  U.S.  market  will  be  more  or  less  open  and  that  any  devi- 
ation from  that  is  evil  protectionism.  While  at  the  same  time,  mar- 
kets elsewhere  in  the  world,  in  Asia,  for  example,  will  be  much 
more  closed,  but  that  is  just  the  way  the  game  is  played.  And  this 
is  part  of  the  warp  and  woof  of  this  system. 

I  think  it  was  really  explained  well  by  a  guy  named  Mau 
Hiroamaya,  former  MITI  Vice  Minister  in  Japan.  He  likened  this 
situation  to  a  game  of  golf.  He  said,  you  know,  "If  you  and  I  play 
with  Jack  Nicholas,  we  get  a  handicap.  We  do  not  play  under 
scratch  rules.  And  if  we  play  a  lot  maybe  we  get  better  and  then 
the  handicap  is  adjusted." 

Well,  he  pointed  out  that  the  end  of  the  Second  World  War  the 
United  States  gave  everyone  a  handicap.  The  problem  is  that  the 
other  countries  have  been  practicing  and  they  have  gotten  very 
good,  but  there  is  no  independent  handicapper  except  the  United 
States.  And  when  we  try  to  change  the  handicap  we  then  get  ac- 
cused of  being  protectionists  and  bashers  and  so  forth. 

Senator  Kerry.  Dr.  Thurow,  did  you  want  to  comment? 

Dr.  Thurow.  I  think  the  world  is  changing  in  the  way  that  I 
mentioned  from  the  old  world  of  comparative  advantage  into  my 
world  of  manmade  comparative  advantage.  But  I  really  believe  that 
the  GATT/Bretton  Woods  system — I  think  you  used  the  phrase  it 
has  come  to  the  end  of  the  line.  The  problem  is  that  was  built  for 
a  world  where  the  United  States  was  50  percent  of  the  world  GNP 
and  it  was  an  American-dominated  world. 

We  are  now  something  like  23  percent  of  the  world  GNP,  and  it 
is  not  an  American-dominated  world.  And  I  think  that  means  two 
things:  One,  there  are  places,  like  a  value-added  tax,  let  us  say  the 
antitrust  laws,  where  we  have  to  adjust  our  practices  to  the  com- 
mon practices  in  the  rest  of  the  world.  You  know,  if  you  think 
about  business  groups,  it  is  not  that  the  Japanese  are  off  the  stand- 
ard trend  line  with  a  business  group,  it  is  that  we  are  off  the 
standard  trend  line  because  we  are  one  of  the  few  countries  that 
prohibits  those  kind  of  business  groups. 

And  so  I  think  it  is  partly  us  adjusting  to  them,  but  I  think  it 
is  also  partly  being  willing  to  design  a  trading  system  which  recog- 
nizes that  people  are  going  to  have  different  internal  practices  in 
their  countries,  as  Clyde  said,  and  we  are  still  going  to  trade  with 
them,  but  we  have  to  do  it  in  a  more  complicated  way  than  if  you 
said  everybody  was  going  to  organize  their  economy  exactly  like  the 
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United  States,  and  we  are  going  to  make  it  a  deal  like  competing 
like  South  Carolina  and  Massachusetts.  It  is  not  South  Carolina 
and  Massachusetts,  for  a  whole  variety  of  reasons. 

Senator  Kerry.  We  agree,  then,  that  the  GATT  structure  simply 
does  not  address  the  concerns  that  we  have  today.  Is  that  not  fair? 

Dr.  Thurow.  Nobody  thought  about  these  issues  like  Confucian 
values  or  kieratsus  or  industrial  policies  at  the  time  the  GATT  was 
set  up.  Nobody  in  their  wildest  dreams  thought  of  it. 

Senator  Kerry.  Assuming  that  we  are  in  agreement  on  that, 
then,  do  we  have  the  leverage  at  this  point,  do  we  have  the  capac- 
ity without  resorting  to  a  "fight  fire  with  fire"  approach,  to  bring 
people  to  the  table?  I  mean,  we  have  had  trouble  obviously  closing 
out  the  GATT.  We  have  resolved  the  agricultural  differences,  but 
this  round  is  clearly  troubled.  How  do  we  go  about  that?  Can  we 
leverage  a  finality  to  it? 

Mr.  Prestowitz.  Well,  yeah.  I  think  you  can  bring  the  Uruguay 
Round  to  a  close. 

Senator  Kerry.  But  that  does  not  get  you  where  you  need  to  go. 

Mr.  Prestowitz.  But  that  does  not  get  you  where  you  need  to 
go.  And  I  think  that  in  fact  I  would  argue  part  of  bringing  the  Uru- 
guay Round  to  a  close,  and  to  address  one  of  the  points  that  Sen- 
ator Rockefeller  made  earlier,  I  just  got  back  from  Geneva  on  Sun- 
day where  I  met  I  met  with  a  number  of  the  Uruguay  Round  Am- 
bassadors and  something  is  shaping  up  which  I  think  is  very  trou- 
bling. 

The  single  most  pressing  demand  objective  of  virtually  all  of  the 
people  with  whom  I  met,  and  I  met  with  a  great  variety  from  Asia 
and  Europe,  was  an  end  to,  "U.S.  unilateralism,"  which  means  the 
application  of  the  Dunkel  text  in  a  way  that  would  reduce  U.S. 
abilities  to  use  301  and  the  antidumping  law.  And  I  told  each  of 
them  that  that,  of  course,  is  the  single  issue  on  which  this  thing 
could  fall  apart  in  the  United  States.  I  see  that  shaping  up  as  a 
real  clash. 

One  way  to  address  that  would  be  to  make  conclusion  of  the  Uru- 

fuav  Round  conditional  upon  further  measures  that  would,  in  fact, 
eal  with  issues  like  industrial  policy  and  Keiratsu  and  some  of 
these  more  structural,  more  cultural  issues.  But  it  is  clear  then,  if 
you  simply  conclude  the  round  on  the  basis  of  the  current  Dunkel 
text  or  even  a  modified  text,  it  does  not  really  address  the  most 
pressing  issues  in  the  trade  system.  It  does  not  mean  that  it  is  use- 
less. I  mean,  a  successful  end  to  the  Round  would  be  a  nice  thing 
to  do. 

Senator  Kerry.  Well,  that  takes  you  right  to  the  point  of  con- 
frontation that  I  am  addressing.  I  mean,  if  their  current  problem 
is  the  301  and  perception  of  unilateralism,  and  yet  we  are  perceiv- 
ing that  in  order  to  get  people  to  the  table  we  need  to  engage  in 
that  way,  where  does  that  take  you?  Again,  I  come  to  the  question 
of  what  is  the  leverage  to  bring  about  cloture  with  respect  to  the 
larger  issues  that  are  not  currently  contained  in  the  Dunkel  draft? 
Mr.  Prestowitz.  Well,  the  problem  is  there  is  not  a  lot  of  lever- 
age room  and  the  leverage  ultimately  comes  down  to  access  to  the 
U.S.  market.  Or  let  me  say  this  in  a  somewhat  different  way.  Actu- 
allv,  the  United  States  is  still  a  very  powerful  country.  And  we  pro- 
vidfe  a  lot  of  things.  Most  of  the  technology  fiow  in  the  world  is 
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largely  out  of  the  United  States.  MIT,  for  example  is  a  place  that 
foreign  scientists  and  engineers  and  students  flock  to.  NIH  is  a 
place  that  foreign^  researchers  flock  to. 

This  conversation  I  had  with  this  Asian  Ambassador  this  morn- 
ing, we  were  talking  about  security  in  Asia.  And  the  question 
arose,  well,  in  a  postcold  war  world,  what  is  the  role  of  the  Amer- 
ican military  in  Asia?  And  it  is  very  clear.  The  role  of  the  American 
military  in  Asia  is  to  protect  the  Asians  from  themselves.  We  pro- 
vide stability.  Our  presence  there  tamps  down  what  otherwise 
might  be  very  dangerous  conflicts  between  some  of  the  Asian  coun- 
tries. 

And  actually,  the  funny  thing  is  that  we  are  in  a  situation  in 
which — let  us  say  in  Asia — we  are  providing  the  stability  that 
makes,  that  underpins  this  dynamic  economic  growth.  Yet  at  the 
same  time,  I  have  been  attending  meetings  recently  in  which  I 
have  been  told  by  Asian  leaders  that  the  United  States  has  to  be 
sure  to — because  Asia  is  growing  so  fast  economically  the  United 
States  has  to  be  sure  to  accommodate  Asia,  that  it  would  be  dan- 
gerous for  us  not  to  be  able  to  participate  in  the  Asian  markets, 
and  therefore  we  have  to  be  wary  about  how  we  proceed  with  our 
trade  laws,  because  that  could  lead  to  retaliation  against  us.  And 
somehow,  it  seems  to  me  the  tail  and  the  dog  are  at  the  wrong  end 
here.  So,  we  have  leverage,  in  a  very  broad  sense,  and  of  course, 
this  market  remains  the  biggest  market. 

There  is  an  article  in  one  of  the  magazines  I  was  looking  at  yes- 
terday which  said  the  Asians  now  trade  a  great  deal  among  them- 
selves. And  of  course  that  is  true,  they  do.  But  China  does  not  have 
a  huge  trade  surplus  with  Japan  or  with  Indonesia  or  Korea.  But 
it  has  a  huge  trade  surplus  with  us.  And  so  very  broadly  speaking, 
I  think  we  have  a  lot  of  leverage. 

Let  us  take  the  trade  deficit  with  Japan.  Chairman  Volcker 
pointed  out  the  U.S.  auto  industry  is  quite  competitive.  In  fact,  our 
institute  has  done  some  analysis  which  indicates  that  Ford  and 
Chrysler  are  the  low-cost  producers  right  now,  lower  cost  than  Toy- 
ota or  Nissan  or  Honda.  Now,  the  Japanese  companies  all  have 
plants  here  making  cars.  Those  cars,  despite  the  fact  that  the  Unit- 
ed States  is  the  low-cost  producer  of  parts  and  materials,  the  Japa- 
nese autos  have  a  very  high  percentage  of  Japanese  content,  in 
most  cases  over  50  percent. 

This  has  to  do  with  keiretsu,  with  long-term  relationships,  and 
what  have  you.  But  all  of  them  are  on  record  as  having  said  pub- 
licly that  they  want  to  reach  80  percent  U.S.  content.  All  of  tnem 
are  on  record  publicly  as  having  said  they  are  going  to  export  cars 
from  the  United  States  back  to  Japan.  As  far  as  I  know,  no  Presi- 
dent of  the  United  States,  no  Secretary  of  Commerce,  no  U.S. 
Trade  Representative  has  even  so  much  as  picked  up  the  telephone 
and  called  the  president  of  Honda  or  Toyota  or  Nissan  USA  to  ask 
them  how  to  do  it. 

I  think  that  if  a  President,  if  you,  you  Congressmen,  you  Sen- 
ators, if  you  called  up  the  presidents  of  Honda  U.S.,  Toyota  U.S., 
Nissan-Mitsubishi  U.S.,  and  you  said  "You  know,  I  have  been  read- 
ing these  press  clippings  that  you  have  put  out  over  the  years 
about  your  objectives,  high  U.S.  content,  you  want  to  export  cars 
back  to  Japan,  you  want  to  make  a  positive  contribution  to  the  U.S. 
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economy.  How  do  you  do  it?  When  are  you  going  to  hit  80  percent? 
You  have  been  here  10  years  now.  When  are  you  going  to  do  it?" 

If  Ron  Brown  and  Mickey  Kantor  would  call  tnem  up,  if  the  Com- 
merce Department  would  just  publish  periodically  their  estimates 
of  North  American  content  in  some  of  these  areas,  this  would  build 
tremendous  peer  pressure  and  give  us  g^eat  leverage,  and  I  just 
use  that  as  an  example.  I  mean,  I  am  not  trying  to  pick  on  Japan 
or  the  auto  industry.  The  Japanese — this  is  the  biggest  market  in 
the  world  for  videotape  recorders.  Not  a  single  one  is  built  here. 
And  the  same  could  be  said  for  other  countries  and  other  products. 

So,  yes,  I  think  we  have  a  lot  of  leverage,  and  I  think  much  of 
it  has  to  do  with  our  attitudes,  with  letting  other  people  know  that 
we  are  serious.  I  mean,  if  you  ever  get  a  call  from  the  President 
of  the  United  States  about  some  of  these  problems  you  could  be  ex- 
cused for  thinking  well,  he  is  not  serious. 

Dr.  Thurow.  For  the  30  years  after  World  War  II,  we  had  a  geo- 
political strategy  and  we  would  occasionally  use  some  economic 
chips  to  increase  that  geopolitical  military  strategy.  We  never  had 
a  geoeconomic  strategy. 

The  problem  now  of  course  is  we  do  we  use  some  of  our  geo- 
political chips,  like  the  American  Army  is  in  Asia  to  help  us  in  our 
geoeconomic  strategy.  But  we  do  not  have  a  geoeconomic  strategy. 
And  if  we  look  at  the  institutions  in  Washington,  we  do  not  even 
have  a  place  to  formulate  it. 

Because  if  I  want  to  know  what  is  the  American  military 
geomilitary  strategy,  I  know  where  in  Washington  to  get  an  an- 
swer. If  I  want  to  know  what  is  the  American  economic  strategy 
vis-a-vis  the  rest  of  the  world,  a  little  here,  a  little  there,  and  there 
is  no  place  to  go  and  get  the  answer. 

And  so  I  think  the  biggest  change  is  changing  our  own  concept 
of  what  we  are  about  in  the  rest  of  the  world.  And  this  goes  back 
to  the  end  of  the  cold  war.  We  do  not,  you  know,  really  have  geo- 
political military  aims  the  way  we  had  when  the  Soviet  Union  still 
existed.  But  we  should  be  having  some  geoeconomic  aims  and  how 
do  we  get  them  organized  and  implemented  and  how  do  we  carry 
them  out? 

And  I  think  that  is  a  big  job,  since  we  have  not  done  it  for  50 
years. 

Senator  Kh:KRY.  Well,  let  me  just  turn  to  my  chairman  and  my 
other  colleagues  and  comment  as  I  do  that  I  agree  with  your  defini- 
tion of  the  "leverage."  I  think  also  the  leverage  may  be  for  us  to 
think  differently  about  antitrust  laws  and  other  aspects  of  how  we 
have  been  doing  business  here  at  home  in  order  to  send  a  message 
that  we  are  not  going  to  just  sit  here  like  patsies  and  allow  each 
of  these  industries  to  be  cherry  picked  away;  but  we  are,  in  a 
sense,  going  to  fight  fire  with  fire  until  they  say,  "Hey  wait  a 
minute,  that  is  not  so  good.  We  really  ought  to  sit  at  the  table  and 
work  out  an  agreeable  process  with  dispute  resolution." 

Now  some  of  these  things  may  be  difficult  on  the  GATT,  but  on 
the  other  hand  we  all  know  that  the  resolution  process  under 
GATT  is  not  satisfactory.  And  so  to  whatever  degree  others  are 
willing  to  push  the  envelope,  it  occurs  to  me  that  we  also  ought  to 
push  the  envelope  in  order  to  underscore  the  notion  that  if  we  are 
going  to  operate  in  this  world,  we  have  got  to  come  to  the  table  and 
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have  agreement  and  live  by  it  and  not  just  watch  our  jobs  trickle 
away. 

Senator  Hollings. 

The  CHAmMAN.  There  is  so  much  to  be  said.  Right  to  the  point, 
Mr.  Prestowitz,  most  respectfully,  having  the  USTR  calling  the 
president  of  Honda  would  be  the  weekend  joke  at  the  Honda  plant. 

It  is  not  that.  Heaven's  above,  I  was  in  the  fish  room,  they  call 
it,  in  the  White  House,  with  President  Kennedy.  And  they  had  the 
Japanese  there  and  we  were  going  to  be  serious  and  everything 
else  of  that  kind,  30  some  years  ago.  And  then  you  have  President 
Bush  running  over  there  hollering,  "Please  buy  automobile  parts." 

That  hasn't  made  any  impression  on  them.  They  have  got  a  semi- 
conductor agreement  that  is  really  only  adhered  to  as  the  result  of 
the  recession  over  there.  They  are  not  going  along  with  that. 

You  have  got  to  be  realistic  and  let  market  forces  operate,  and 
you  folks  made  a  very,  very  valuable  contribution  by  instructing 
that  the  government  is  a  fundamental  part  of  the  market.  There 
is  no  doubt  about  it. 

And  so  I  go  right  to  the  hearing  that  we  had  previously  with  the 
Big  Three,  Chrysler,  Ford,  General  Motors.  And  the  statistics  were 
brought  up  that  the  Japanese  earned  more  than  $9  billion  in  their 
home  market  while  losing  over  $3  billion  in  North  America  and  an- 
other $1.4  billion  in  Europe. 

And  the  Toyota  Cressida  that  sells  this  minute  in  downtown 
Washington,  D.C.  for  $23,500,  sells  for  $31,500  in  Tokyo  right  this 
minute.  And  you  know  what,  the  Big  Three  will  not  bring  a  dump- 
ing case.  The  vote  was  two  to  one. 

Now  1  am  trying  to  bring  pressure,  not  for  rhetoric  or  telephone 
calls,  just  to  get  the  blooming  Secretary  of  Commerce  under  the 
law  to  bring  a  dumping  case.  You  can  prove  it  categorically  very 
easily. 

And  that  is  the  tremendous  frustration.  We  have  got  all  of  these 
laws  on  the  books.  We  never  enforce  them.  And  I  think  that  is  the 
first  order  of  business,  not  calls  on  the  telephone. 

Dr.  Thurow,  let  me  comment  on  your  theory  that  the  United 
States  simultaneously  boosts  a  first  world  and  a  Third  World  econ- 
omy. One-third  of  the  labor  force  has  first  world  skills  and  will  be 
paid  a  first  world  wage,  but  two-thirds  of  the  labor  force  has  Third 
World  skills. 

I  might  suggest  an  amendment  to  that.  And  that  is,  when  you 
said  further  that  rates  of  return  and  wages  are  not  identical,  you 
might  also  add  the  change  that  skills  are  not  lacking,  jobs  are. 

I  will  never  forget  30  some  years  ago  when  we  had  J. P.  Stevens 
and  Col.  Bob  Stevens  was  not  only  head  of  J. P.  Stevens  at  the 
time,  but  on  the  General  Electric  board.  And  we  brought  in  the  gas 
turbine  facility  of  General  Electric  there  in  Greenville,  S.C.,  which 
is  prospering  by  the  way. 

The  Wall  Street  Journal,  the  day  of  the  announcement,  said  that 
there  was  a  lack  of  skills,  a  lack  of  jobs,  labor.  And  they  wanted 
to  know  where  they  were  going  to  get  the  labor  to  make  the  gas 
turbines.  And  I  could  see  Secretary  Stevens  stumbling,  and  I  just 
got  up  and  said,  "They  are  going  to  leave  Stevens  Textiles  and  go 
to  Stevens  turbines." 
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Right  this  minute,  we  do  not  make  automobiles  in  South  Caro- 
lina. And  BMW  had  not  come  to  us  because  we  have  automobile 
skills,  but  because  we  can  produce  those  skills  like  gang  busters 
over  night. 

We  have  got  BMW  and  others  coming  to  South  Carolina,  because 
we  have  got  the  technical  training  facilities.  I  find  that  almost  a 
ritual  with  our  friends  in  the  economic  world,  always  saying  that 
what  we  need  is  retraining,  retraining,  retraining,  more  skills.  I 
have  got  skills  coming  out  of  my  ears. 

And  incidentally  I  got  the  technical  training  program  from  Ohio 
and  Connecticut.  Abe  Ribicoff  and  Mike  Disalles  helped  me  set  it 
up.  So,  I  got  it  from  the  northern  States.  And  we  have  got  the 
skills.  We  just  do  not  have  the  jobs.  And  that  is  really  the  problem. 

Dr.  Thurow,  Dr.  Prestowitz — either  one — can  comment,  since  you 
brought  up  the  observation,  both  of  you,  that  we  need  the  Govern- 
ment, whereas  for  the  past  12  years  we  have  heard  that  the  Gov- 
ernment is  the  enemy.  Get  rid  of  the  Grovemment.  The  Government 
is  not  the  solution.  The  Grovernment  is  the  problem. 

At  least  your  appearance  will  help  us  dispatch  that  foolishness. 
I  have  tried  to  analyze  really  what  happened.  Yes,  we  were  fat, 
rich,  and  happy,  and  very  properly  with  the  Marshall  plan  taxed 
ourselves,  sent  over  not  only  the  jobs,  the  money  and  so  forth,  but 
sent  over  the  skills,  sent  over  the  expertise.  And  we  just  developed 
the  Pacific  Rim  and  Europe  and  by  the  way,  capitalism  has  pre- 
vailed and  it  has  been  a  tremendous  success. 

There  is  no  criticism  of  it.  But  the  banks,  in  financing  this  en- 
deavor, then  found  out  that  they  could  finance  these  operations  to 
bring  back  these  products  into  the  country.  Forty-one  percent  of 
what  we  import  into  the  United  States  right  now  is  American  mul- 
tinational generated. 

The  nationals  became  multinationals.  The  American  banks 
buddied  up  with  the  multinationals,  organized  the  Trilateral  Com- 
mission and  all  of  the  rest  of  those  think  tanks.  The  think  tanks 
got  into  it.  And,  "free  trade,  free  trade."  All  you  have  to  do  is  run 
for  President  and  the  first  thing  they  do  is  invite  you  to  make  you 
swear  almighty  faith  on  the  altar  of  almighty  free  trade. 

Thereupon,  the  retailers  got  into  it.  When  we  debate  a  trade 
measure,  we  go  down  to  Hermann's  and  we  get  two  catching  gloves, 
one  made  in  Detroit  and  one  rfiade  in  Korea  and  they  are  both  $42. 
The  retailers  are  not  selling  the  import  for  less.  They  are  making 
a  bigger  markup. 

Similarly,  in  Bloomingdale's,  a  ladies  blouse  made  in  New  Jer- 
sey, and  one  made  in  Taiwan,  $32  apiece.  I  put  in  the  record  some 
few  years  ago  the  year-end  statement  of  the  Washington  Post.  And 
they  made  $1  billion  from  advertising. 

Eighty  percent  of  it  or  $800  million  was  in  retail  advertising.  So, 
the  retailers  get  on  the  newspapers  and  they  sport  these  editorials 
that  they  get  from  these  think  tanks.  Free  trade,  free  trade,  free 
trade. 

And  then  of  course  all  of  us  here  in  the  Congress  are  candidates 
for  President.  And  so  we  want  to  act  like  we  are  erudite  and  we 
see  the  light  and  all  that  kind  of  stuff  and  nonsense. 
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What  we  really  have  to  do  is  analyze  this  thing,  because  we  al- 
most need  you  two  to  start  a  40-hour  course  of  instruction  for  Con- 
gressmen and  Senators  in  reality. 

Milliken  is  in  textiles.  They  won  the  Baldridge  Award.  Again,  it 
is  not  a  Third  World  skill.  It  is  highly  skilled.  They  have  got  down 
there  Milliken  University,  and  they  require  40  hours  of  training. 
And  they  study,  incidentally,  the  Japanese  and  their  competitive 
system  and  what  they  are  doing  5  years  ahead. 

Our  industry  is  awfully  competitive.  What  has  not  competed  or 
produced  is  right  here,  the  vacuum  that  the  distinguished  chair- 
man referred  to  as  right  here,  in  Washington.  Or  we  could  use  the 
word  "stupid."  We  do  not  pay  our  bills,  we  do  not  put  in  a  consump- 
tion tax,  and  we  do  not  enforce  our  laws. 

What  really  hurts  now  is  how  do  I  get  down  to  the  latter  part 
of  Dr.  Thurow's  analogy  and  see  what  we  need  to  do  is  get,  instead 
of  a  loser-driven  industrial  trade  policy,  a  competitive  trade  policy, 
when  the  crowd  around  here  does  not  even  believe  in  the  Govern- 
ment? 

I  think  maybe  we  ought  to  go  to  the  top  of  your  page  where  you 
said  that  in  the  class  at  MIT,  you  could  show  some  wonderful  tech- 
nologies. Some  will  lead  to  big  important  industries  and  some  will 
not. 

We  did  something  similar  in  this  committee  over  in  the  Com- 
merce Department  under  article  I,  section  8  which  says  that  the 
Congress  shall  regulate  foreign  commerce. 

And  in  the  Commerce  Department  we  had  this  wonderful  entity, 
the  Bureau  of  Standards.  We  reformed  it  into  the  National  Insti- 
tute of  Standards  and  Technology.  We  then  put  in  regional  re- 
search centers,  emulating  the  land-grant  college  approach,  the  Ad- 
vanced Technology  Program.  And  we  let  industry  come  in  and 
make  their  suggestions  and  with  peer  review,  not  the  Grovernment 
selecting  what  is  important,  to  decide  what  those  particular  tech- 
nologies or  other  entities  are  that  can  or  should  be  developed. 

When  it  just  comes  to  an  up-and-down  vote,  you  are  not  going 
to  get  a  trade  policy.  I  think  we  would  get  a  competitive  trade  pol- 
icy if  we  started  enforcing  the  laws.  And  that  is  what  we  hope  to 
do. 

But  otherwise,  how  do  I  get  here  to  start  picking  these  things  out 
other  than  on  an  emergency  basis?  We  did  it  with  Sematech,  and 
now  the  semiconductor  industry  has  become  revived  in  America. 

Dr.  Thurow.  I  want  to  back  you  up  on  something  you  said.  And 
that  is,  skills  are  only  one-half  the  problem.  The  other  one-half  of 
the  problem,  where  are  you  generating  the  high-wage  jobs  that  are 
going  to  use  those  skills? 

And  let  me  pick  up  on  one  of  the  things  that  Clyde  mentioned. 
The  second  biggest  industry  in  the  United  States  and  in  the  world, 
after  automobiles,  is  consumer  electronics.  That  is  an  industry 
that,  for  all  practical  purposes,  has  no  American  presence.  It  is 
highly  unlikely  that  a  country  as  big  as  the  United  States  is  ever 
going  to  be  able  to  offer  most  of  its  citizens  a  good  job  without  a 
consumer  electronics  industry.  It  is  not  going  to  happen. 

We  have  a  technical  opportunity  at  the  moment.  Consumer  elec- 
tronics  is   all    shifting  from    analog  technologies   to   digital   tech- 
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nologies.  American  companies  and  American  research  centers  are 
still  the  world's  leaders  on  digital  technologies. 

So,  we  do  not  have  to  go  out  and  out  compete  with  the  Japanese 
building  the  analog  consumer  products  that  they  built  in  the  past. 
The  question  is,  How  do  we  get  organized  to  jump  in  on  these  new 
things  that  are  coming  down  the  pike?  The  problem  is  it  just  is  not 
going  to  just  happen  automatically  in  the  market. 

Because  this  is  not  something  tnat  Steve  Jobs  can  do  in  his  back- 
yard with  $50,000,  if  for  no  other  reason  you  have  got  to  have  a 
brand  name.  It  takes  $500  million  in  the  United  States  to  establish 
a  brand  name,  $200  million  a  year  to  protect  it,  in  terms  of  adver- 
tising, before  you  do  all  the  other  things. 

And  I  do  not  know  what  the  answer  here  is  as  to  exactly  how 
we  do  it,  but  somewhere  in  the  United  States  we  should  be  focus- 
ing on  the  problem.  Government,  industry,  research  centers  like 
MIT,  how  do  we  get  back  into  consumer  electronics  and  start  gen- 
erating some  good  American  iobs  for  Massachusetts,  West  Virginia, 
South  Carolina  in  this  second  biggest  of  all  industries? 

And  it  is  that  kind  of  question  you  have  to  be  able — you  have  to 
ask. 

The  Chairman.  Well,  the  answer  to  that  question  would  be  in 
our  bill  to  create  a  national  trade  council.  Harry  Truman  said,  I 
cannot  get  this  intelligence  and  defense  and  State  Department  and 
everything  together,  so  by  Executive  order  he  said,  "Now,  you  all 
get  together  in  the  White  House  and  come  up  here  with  a  couple 
of  alternatives  and  I  will  make  a  decision." 

And  out  of  it  you  got  the  Marshall  plan,  the  Truman  Doctrine, 
the  North  Atlantic  Treaty  Organization,  the  visionary  foreign  pol- 
icy. So,  we  for  years  said,  "let  us  get  a  National  Trade  or  National 
Economic  Council.  Now  we  have  got  the  National  Economic  Coun- 
cil, but  we  are  in  the  hands  of  the  Philistines.  They  are  talking 
about  free  trade  instead." 

I  keep  hammering  on  them.  But  that  would  be  a  wonderful  entity 
to  correlate  the  Department  of  Commerce,  special  trade  representa- 
tives, Department  of  State,  Defense,  and  everything  else. 

Is  there  any  way  to  beef  up  that  National  Economic  Council  or 
something  and  get  it  into  trade,  competitive  trade,  Mr.  Prestowitz? 

Mr.  Prestowitz.  I  have  a  thought  on  it,  a  couple  of  things.  One 
is  that  if  I  want  to  get  a  diagram  of  the  structure  of  the  U.S.  econ- 
omy I  can  get  it.  And  the  place  I  can  get  it  is  MITI  in  Japan.  I 
cannot  get  it  from  any  entity  of  the  U.S.  Government. 

The  administration  is  preparing  to  go  into  an  extended  negotia- 
tion with  the  Japanese  on  what  they  call  a  "new  framework  of  ne- 
gotiation." And  I  have  applauded  Ambassador  Kantor  and  others  in 
the  administration  for  moving  in  that  direction.  But  I  do  have  a 
concern.  And  that  is  how  do  we  know  what  it  is  that  we  want  to 
negotiate  with  Japan  when  we  really  do  not  have  the  capacity — we 
have  not  used  the  capacity  in  our  Government — to  analyze  the 
structure  of  our  economy  and  the  structure  of  their  economy  to 
know  really  where  we  are  very  competitive  and  where  they  are 
competitive. 

Now,  actually  we  have  in  the  Government  a  series  of  industry 
sector  advisory  committees.  We  have  the  President's  Export  Coun- 
cil. And  we  now  have  the  National  Economic  Council.  Japan  has 
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a  thing  called  the  Industrial  Structure  Council.  And  it  has  such  an 
importance  in  Japan  that  I  remember  back  in  the  mid-eighties 
when  some  of  us  tried  to  persuade  the  Japanese  to  include  rep- 
resentatives of  foreign  companies  in  Japan  on  their  Industrial 
Structure  Council.  The  response  came  back  to  us  that  when  we  put 
Japanese  on  our  National  Security  Council  they  would  consider 
putting  representatives,  even  Japanese  citizens,  representatives  of 
American  companies  on  the  Industrial  Structure  Council. 

So,  it  is  a  central  place  in  Japan  where  industry  representatives, 
government,  academic  representatives,  they  even  have  media  peo- 
ple on  the  council,  meet  and  systematically  analyze  the  content  and 
the  structure  of  the  Japanese  economy,  and  think  about  where  it 
is  going  and  what  the  high  value-added  industries  are  going  to  be, 
where  the  jobs  are  going  to  come  from,  what  skills  will  fit  those 
jobs,  and  what  policies  are  needed  to  support  and  promote  move- 
ment in  that  direction. 

We  do  not  have  that,  but  it  should  not  be  so  difficult  to  do.  If 
you  took  the  existing  NEC  and  the  sectoral  advisory  committees 
and  the  President's  Export  Council,  you  already  have,  incipiently, 
the  core  of  that  kind  of  a  capability.  And  I  would  ur^e  that  some 
thought  be  given  to  merging  those  and  creating  this  kind  of  a 
structural  capability.  And  I  would  even  say  that,  you  know,  it  is 
something  which  could  be  done  in  the  executive  branch  of  the  Gov- 
ernment. But  if  there  were  resistance  there,  there  is  nothing  to 
stop  the  Congress  from  setting  up  its  own  industrial  structure 
council. 

The  Chairman.  Well,  maybe  we  will  have  to  do  it.  But  you  can 
see,  even  as  Ambassador  Kantor  moves  and  tries  to  get  realistic  en- 
forcement of  our  trade  practices,  dumping  and  otherwise,  all  the 
editorial  writers  are  jumping  all  over  him.  They  do  not  know  what 
the  trade  policy  is.  I  agree,  it  is  a  loser-driven  trade  policy.  I  have 
always  called  it  an  appeasement  trade  policy.  And  we  could  afford 
it  at  the  end  of  World  War  II.  We  were  fat,  rich,  and  happy.  But 
we  are  not  fat,  and  we  are  not  rich,  and  we  are  not  happy  any 
more. 

Let  me  yield  at  this  point.  I  do  appreciate  this.  I  think  you  folks 
are  going  to  be  requested  to  testify  again.  I  do  not  want  to  wear 
you  out,  but,  time  and  again,  these  are  very,  very  important  hear- 
ings, and  you  really  bring  in  a  studied  approach  on  free  trade.  Like 
world  peace,  peace,  everywhere  men  cry  peace;  the  best  way  to  pre- 
serve it  is  to  prepare  for  defense.  And  similarly,  we  are  all  for  free 
trade — how  do  you  get  it?  Get  competitive. 

Take  a  lesson  from  old  Roosevelt  in  the  days  of  the  Depression. 
In  order  to  keep  the  banks  open,  he  closed  the  doors.  In  order  to 
save  the  farms,  he  plowed  under  the  crops.  In  order  to  remove  a 
barrier,  we  need  to  raise  a  barrier  and  remove  them  both,  and  the 
market  forces  there  will  operate. 

Thank  you,  Mr.  Chairman. 

Senator  Kerry.  Thank  you  very  much,  Mr.  Chairman. 

Senator  Rockefeller. 

Senator  Rockefeller.  Chairman  Kerry,  this  has  worked  out  to 
my  disadvantage.  I  am  seeing  the  Spanish  Minister  of  Trade  on  the 
Dunkel  draft  at  12  noon,  which  gives  me  3  minutes  to  ask  a  ques- 
tion, and  I  might  as  well  just  make  it  a  formal  one. 
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Reich,  in  his  writings,  talks  about  who  is  us.  And  that  is  a  ques- 
tion of  globalization  of  manufacturing.  Who  is  American,  the  U.S.- 
owned  company  that  makes  all  its  products  in  Mexico  and  Singa- 
pore, or  the  French-owned  company  that  makes  its  product  here  in 
the  United  States? 

Reich  suggests,  as  he  says,  "that  'usness'  is  defined  by  where  jobs 
are."  If  there  are  in  the  United  States,  then  you  should  consider 
them  to  be  an  American  for  policy,  American  jobs  for  policy  pur- 
poses. 

What  I  would  like  to  ask  each  of  you  briefly  is  to  comment  on 
whether  that  is  the  only  factor.  It  seems  to  me  that  who  controls 
the  profits  and  the  technology  also  matters,  because  they  will  de- 
termine where  the  research  and  development  then  takes  place  and 
where  future,  therefore,  high-skill,  high-wage  jobs  are  likely  to  be. 

Now,  there  is  no  certainty  that  Americans  will  make  more  "pro- 
American  manufacturing  decisions  than  other  countries  will."  Be- 
cause our  companies  wander  the  globe  as  well  as  anybody  else's. 
But,  just  quickly,  if  you  could  comment,  each  of  you,  is  this  some- 
thing that  we  need  to  worry  about?  What,  in  particular,  should  we 
be  worried  about?  How  would  each  of  you  define  us  to  be?  And,  if 
this  is  a  problem,  what  do  we  do? 

Mr.  Prestowitz.  Well,  I  think  you  are  right.  I  think  jobs  is  one 
aspect  of  usness,  but  there  is  also  the  question  of  where  technology 
is  developed  and  where  standards  are  set,  and  where  the  profit 
flow  is  going.  And  so  I  think  usness  has  to  encompass  more  than 
just  a  simple  question  of  where  are  the  low-skilled  jobs  or  the  as- 
sembly jobs  or  what  have  you.  You  have  to  look  at  the  totality  of 
it. 

But,  having  said  that,  you  know,  you  can  get  into  a  long  discus- 
sion of  this.  I  think  there  is  a  fairly  easy  dividing  line.  First  of  all, 
whoever  the  participants  are,  whoever  the  actors  are,  if  they  are 
making  net  positive  contributions  to  the  U.S.  economy,  they  should 
be  welcomed. 

Recently,  I  was  asked  a  question  about  the  Japanese  auto  trans- 
plants. The  Big  Three  brought  some  cars  up  here  to  show  to  you 
people  on  the  Hill,  and  some  of  the  importers  and  the  transplants 
complained  that  they  were  not  included,  even  though  they  have  op- 
erations here  and  they  employ  Americans.  And  the  question  was: 
Well,  who  is  American  and  who  is  not? 

Well,  if  the  transplant  operations  were  creating  net  jobs  in  the 
United  States,  if  they  were  creating  net  additions  to  GNP  in  the 
United  States,  that  has  got  to  be  good  for  us.  And  that  is  what  we 
want.  So,  it  seems  to  me  that,  you  know,  one  way  of  looking  at  this 
is  just  to  answer  that  question:  Is  there  a  net  positive  contribution 
here  in  terms  of  jobs  and  GNP?  If  there  is,  it  is  hard  to  object  to 
them. 

The  second  thing  I  would  say 

Senator  Rockefeller.  But  then  that  means  you  automatically 
vote  for  NAFTA;  does  it  not? 

Mr.  Prestowitz.  Well,  I  am  not  sure  I  follow  your  logic. 

Senator  Rockefeller.  Because  everybody  says  that  the  net  is 
going  to  be  in  our  favor. 

Mr.  Prestowitz.  Well,  everybody  has  not  said  that.  I  mean, 
there  are  a  lot  of  analyses. 
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Senator  ROCKEFELLER.  There  will  be  devastation  in  West  Vir- 
ginia, but  the  net  will  be  in  our  favor.  Those  are  the  figures  I  read. 

Mr.  Prestowitz.  Well,  I  would  say  not  everybody  has  said  that. 
And  it  is  not  at  this  moment  clear,  it  seems  to  me,  what  the  net 
balance  would  be.  But,  in  terms  of  individual  actors,  how  should  we 
respond  to  a  Mexican  company  operating  in  the  United  States,  it 
seems  to  me  that  you  have  one  response  to  that  company  if  they 
are  creating  net  jobs  in  the  United  States  than  if  they  are  not. 

Another  aspect  of  this  has  to  do,  it  seems  to  me,  with  strategic 
positioning.  For  example,  recently,  there  has  been  discussion  about 
the  British  Airways  investment  in  USAir.  It  seems  to  me  that  an 
investment,  let  us  say,  by  a  bunch  of  European  rich  people  in  a  fi- 
nancial investment,  let  us  say,  in  one  of  the  U.S.  airlines  is  a  whol- 
ly different  kind  of  investment  than  one  in  which,  let  us  say.  Air 
France  were  to  buy  out  a  U.S.  airline. 

And  one  of  them  has  to  do  with  seeking  financial  gain;  the  other 
one  has  to  do  with  strategic  advantage.  And  once  you  get  into  stra- 
tegic advantage,  you  then  get  back  to  these  questions  of:  Where  are 
the  jobs?  Wliere  are  the  fiows  of  technology?  Where  are  the  flows 
of  capital? 

Dr.  Thurow.  I  think  Clyde's  answer  is  basically  right,  and  that 
is  that  there  are  a  whole  constellation  of  things  you  want  to  look 
at — jobs,  technology,  management,  control,  and  the  key  word  is  net, 
but  it  is  not  net  on  any  one  of  these  things.  This  may  be  one  of 
those  things  like  the  famous  Justice  of  the  Supreme  Court — I  have 
forgotten  who  said  it — it  is  very  hard  to  define  pornography,  but  I 
know  it  when  I  see  it. 

The  Japanese  have  hard  no  hard  time  figuring  out  who  is  Japa- 
nese. They  have  got  some  very  international  companies,  but  they 
knew  who  is  us.  And  I  think  this  is  one  of  those  places  where  if 
you  try  to  write  down  on  a  piece  of  paper  the  exact  rules  and  regu- 
lations in  a  legalistic,  Anglo-Saxon  way,  who  is  us  and  who  is  not, 
you  could  tie  yourself  up  in  knots  forever.  But  the  basic  bottom  line 
is:  We  know  it  when  we  see  it. 

And  I  do  not  think,  as  a  practical  matter,  other  countries  have 
found  it  to  be  a  big  problem.  The  French  know  who  is  us.  The  Ger- 
mans know  who  is  us.  The  Japanese  know  who  is  us.  And  in  some 
sense,  if  by  no  other  reason,  the  people  who  are  not  French,  Grer- 
man,  Japanese,  they  are  us,  because  they  are  not  included  in  any 
of  these  other  us's,  I  think  is  one  answer. 

I  mean,  that  is  a  bit  flip,  but  I  do  not  really  think  it  is  a  huge 
problem. 

Mr.  Prestowitz.  I  would  just  add  one  other  thing,  though.  I 
think  that  there  has  been  some  confusion  around  this  question  cre- 
ated by  I  guess  kind  of  false  statistics.  I  mean,  you  made  the  point 
that  an  American  company  that  does  all  of  its  production  in  Singa- 
pore and  Mexico — is  it  really  an  American  company?  Well,  there 
are  not  very  many  American  companies  that  do  that.  I  mean,  just 
recently,  for  example,  I  saw  a  report  that  said  that  75  percent  of 
the  American  semiconductors  sold  in  Japan  are  made  in  Japan. 
That  is  just  fiat  wrong.  That  is  fiat  untrue. 

But  these  numbers  kind  of  get  thrown  around.  I  mean,  in  one  of 
the  books  on  this  topic  it  was  said  that  Motorola  makes  its  pagers 
that  it  sells  in  Japan  in  Malaysia.  That  is  just  fiat  wrong.  It  does 
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not.  But  that  has  become  part  of  the  kind  of  accepted  intellectual 
environment  of  discussion,  that  there  are  a  lot  of  American  compa- 
nies that  do  all  their  production  outside,  and  that  there  are  a  lot 
of  foreign  companies  that  do  all  their  production  here.  It  is  just  not 
the  case.  And  I  think  that  if  we  get  over  that  factual  issue  the 
question  becomes  much  less  pressing. 

Senator  Rockefeller.  One  more  quick  question,  Mr.  Chairman, 

I  might  say  this  to  Dr.  Thurow.  You  brought  up  the  question  of 
antitrust,  and  I  totally  agree  with  you  on  that.  Whether  it  is  auto- 
mobile companies  getting  together  on  flexible  fuel  vehicles  or  what- 
ever, where  it  is  in  our  national  interest,  why  should  we  impede 
ourselves  from  that? 

But  my  question  of  you  is:  How  fast,  in  fact,  is  American  busi- 
ness, in  your  judgment,  moving  intellectually,  or  spiritually  on  that 
subject? 

It  is  amazing  to  me  in  this  whole  health  care  debate  how  many 
people  hear  the  word — you  know,  you  will  mandate  a  business  that 
does  not  offer  health  insurance  to  offer  health  insurance,  and  how 
business  really,  deep  in  its  soul,  hates  that  word,  the  Government 
will  tell  them  to  do  something.  Now,  in  the  other  case,  it  is  allow- 
ing them  to  do  something.  But  this  sort  of  theology  of  the  separate- 
ness  of  Government  and  industry,  which  is  so  crucial  to  our  defi- 
ciencies in  competing  and  which  is  so  crucial  to  others  sufficiencies 
in  competing  is  an  interesting  matter. 

Do  you  think  that  just  as  you  talk  with  business  people  across 
our  country  that  they  are  shifting,  moving,  understanding 

Dr.  Thurow.  Well,  I  think  there  has  been  a  revolution  in  this 
area.  As  a  business  school  dean,  you  spend  a  certain  amount  of 
time  talking  to  the  business  community  across  America.  And  they 
do  not  want  a  government-dictated  industrial  strategy  or  trade 
strategy,  but  they  do  want  the  United  States  to  have  a  strategy. 
And  I  think  that  is  where  there  has  been  the  revolution.  They  want 
to  help  participate  and  formulate  it  and  those  kind  of  things,  and 
not  in  a  legalistic  sense  of  tweaking  a  tax  bill. 

But  I  think  most  American  industrialists  that  I  deal  with  think 
that  the  United  States,  as  Senator  Rollings  just  said,  you  know,  is 
in  some  sense  playing  without  a  game  plan.  The  rest  of  the  world 
is  playing  with  a  game  plan,  and  you  cannot  win  doing  it  that  way 
down  at  the  individual  company  level.  And  so  I  think,  you  know, 
you  have  talked  about  the  American  business  community — are  they 
willing  to  set  up  some  process  of  talking  about  how  you  formulate 
an  American  trade  strategy  or  an  American  industrial  strategy — 
you  would  find  most  of  the  American  business  community  would  be 
anxious  to  participate  in  that  activity,  as  opposed  to  just  saying, 
hey,  that  is  socialism. 

Senator  Rockefeller.  But  that  does  not  help  me.  You  did  not 
answer  my  question.  You  say  they  are  anxious  to  participate  in  a 
strategy.  But  you  indicated  that  they  want  to  see  a  direction.  They 
want  to  see  a  strategy,  but  they  do  not  want  to  have 
Government 

Dr.  Thurow.  Well,  what  they  do  not  want  is  just  a  dictate  which 
comes  down  from  on  high.  But  that  is  not  the  way  you  get  to  a  good 
strategy  anyway. 

Mr.  Prestowitz.  Could  I  interrupt  just  a  minute? 
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Dr.  Thurow.  Yes. 

Mr.  Prestowitz.  Because  I  think  partly  there  is  a  semantic  dif- 
ficulty. I  was  in  a  meeting  recently  with  a  bunch  international  auto 
people  and  the  chairman  of  one  of  the  German  companies  was 
there  and  he  kept  saying,  we  do  not  want  an  industrial  policy;  by 
Jove,  we  do  not  want  an  industrial  policy.  But  then,  he  kept  saying 
that  he  wanted  the  European  Commission  to  negotiate  a  reduction 
of  the  Japanese  imports  into  Europe  and  he  wanted  changes  in  the 
investment  laws  in  Europe.  He  wanted  changes  in  a  whole  bunch 
of  things  that  sounded  like  industrial  policy  to  me. 

So,  finally  I  said  to  him,  "Listen,  I  said,  you  know,  I  am  really 
confused.  You  say  you  do  not  want  industrial  policy,  but  you  want 
all  these  things  that  I  would  call  an  industrial  policy."  And  I  said: 
"Well,  what  do  you  mean  by  industrial  policy?"  And  he  said:  "Well, 
we  do  not  want  the  Government  picking  national  champions,  like 
the  French,  you  know,  pick  Aerospatiale  or  the  Airbus  or  the  Brit- 
ish pick  ICI."  And  he  said:  "We  do  not  want  Government  picking 
national  champions."  And  I  said:  "Well,  OK,  if  that  is  your  defini- 
tion of 'industrial  policy,'  I  understand  you  do  not  want  that." 

But  I  said:  "You  know,  the  Japanese  would  say  that  your  re- 
quests for  some  kind  of  managed  trade  and  for  special  depreciation 
on  advanced  robots  and  for  changes  in  the  environmental  regula- 
tions, all  those  things  which  you  want  to  help  create  a  more  fi-iend- 
ly,  positive  environment  for  investment  in  the  industry,  that  that 
is  all  an  industrial  policy." 

And  he  said:  "Oh,  well,  gee,  if  that  is  what  you  mean  by  indus- 
trial policy,  yes,  that  is  what  we  want." 

I  think  a  lot  of  this  has  to  do  with  how  you  package  it.  And  I 
think  American  industrialists  would  welcome  a  government  that 
sat  down  and  looked  at  the  totality  of  regulations  and  negotiations 
that  impinge  on  the  investment  environment,  talk  to  them  about 
it,  and  come  up  with  a  game  plan. 

Now,  every  company  is  not  going  to  love  every  game  plan.  But 
I  think  you  would  get  broad  acceptance. 

Dr.  Thurow.  But  see,  I  think  there  is  another  big  problem  if  you 
look  at  the  way  we  organize  (government.  If  you  go  to  most  govern- 
ments in  the  rest  of  the  world,  there  will  be  some  small  group  of 
people  in,  say,  that  government  who  are  deeplv  expert  on  a  particu- 
lar industry,  and  the  chief  of  that  section's  joD  it  is  to  promote  the 
health  of  that  industry. 

So,  for  the  United  States  we  have  somebody  in  charge  of  drug 
safety,  but  we  have  nobody  in  the  bureaucracy  whose  job  it  is  to 
say,  let  us  have  a  successful  pharmaceutical  industry  in  the  United 
States.  And  I  think  part  of  the  problem  is  you  do  not  have  a  dialog 
of  the  death,  you  do  not  have  a  dialog.  Botn  sides  can  hear  and  no- 
body is  talking.  And  you  have  got  to  start  out  by  exchanging  some 
information  and  saying,  hey,  it  is  an  important  responsibility  of 
government  to  worry  about  a  healthy  pnarmaceutical  industry. 
That  is  just  as  important  as  worrying  about  drug  safety  laws. 

For  example,  I  think  both  the  President  of  the  United  States  and 
the  drug  industry  made  an  enormous  mistake  when  Mr.  Clinton 
bashed  them  a  couple  of  months  ago  about  drug  prices.  Because  it 
takes  9  to  11  years  to  get  a  drug  approved.  It  now  costs  more  than 
it  does  to  invent  the  drug.  And  if  Mr.  Clinton  had  gone  to  the  drug 
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industry  and  had  said,  "Hey,  if  I  can  get  that  11-year  approval 
process  down  to  5,  can  you  cut  drug  prices  in  half?"  They  would 
nave  said  "Hosanna,  we  will  do  it." 

Or,  even  after  he  bashed  them,  if  the  drug  industry  had  said: 
"Mr.  President,  we  would  be  delighted  to  reduce  prices  40  percent 
if  you  could  get  the  approval  process  reduced  40  percent  in  time." 
And  neither  side  made  the  obvious  request  to  the  other  side  that 
they  should  have  made.  And  I  think  it  was  not  that  there  was  ma- 
levolence on  either  side,  it  was  just  ignorance.  Probably  nobody  had 
briefed  the  President— "Hey,  the  big  thing  in  the  drug  industry  is 
this  11-year  approval  process." 

Senator  Rockefeller.  Well,  just  for  the  record,  1  month  after  he 
made  that  statement  during  the  campaign  in  Rahway,  NJ,  the  en- 
tire pharmaceutical  industry  was  sitting  in  my  office  saying  that 
they  would  voluntarily  hold  the  cost  of  their  prescription  drugs  to 
the  rate  of  inflation.  So,  he  did  not  make  a  total  mistake.  And  I 
understand  your  point. 

Dr.  Thurow.  No,  that  could  very  well  be.  But  he  could  get  the 
prices  down  if  we  could  do  something  about  that  approval  time. 

Senator  Kerry.  Senator  Rockefeller,  thank  you. 

And  I  might  just  add,  thank  you  for  the  leadership  that  you  of- 
fered as  chairman  of  this  particular  subcommittee  and  the  steps 
that  you  took  on  export  promotion  and  other  areas.  We  appreciate 
it. 

Let  me  follow  up,  if  I  can,  on  Senator  Rockefeller's  questioning, 
and  particularly  an  answer  that  you  gave  to  him.  You  mentioned 
the  Airbus  and  you  talk  about  these  inequality  steps  we  can  take. 
Let  me  just  ask  you,  in  terms  of  your  response  about  industrial 
winners  and  losers  and  industrial  policy  and  the  notion — the  CEO 
said  to  you,  "We  do  not  want  to  have  the  Government  choosing  a 
champion,"  so  to  speak.  Now,  all  of  us  are  quick  to  say  that.  We 
do  not  want  to  pick  champions.  We  do  not  want  to  pick  winners 
and  losers  and  so  forth. 

But  keiretsu  picks  winners  and  losers.  The  Airbus  subsidy  picks 
a  winner,  a  champion.  I  mean,  the  air  industry  is  next.  Everybody 
knows  it.  Lester  Thurow  and  others  have  picked  this  as  one  of  the 
seven  targeted  areas.  And  if  we  sit  here  and  simply  say,  "Gee,  we 
do  not  want  to  pick  champions  and  we  do  not  want  to  do  anything," 
they  will  continue  to  subsidize.  They  will  continue  to  undercut  us 
in  the  market.  And  we  will  s\iddenly  find  we  are  not  selling  as 
many  Boeings. 

And  with  the  sequence  that  Lester  Thurow  describes  in  his  book, 
the  profit  margins  are  lower,  the  growth  rate  is  slower  and  when 
somebody  is  growing  at  40  percent,  versus  somebody  who  is  grow- 
ing at  20  percent,  even  though  the  20  percent  may  have  a  better 
piece  of  market  share  at  the  time,  you  know  who  the  winner  is 
going  to  be,  correct? 

So,  you  cannot  sit  there  doing  nothing  in  response  to  that.  So, 
the  question  to  you  is:  Without  "picking  a  champion,"  what  do  you 
do  about  Airbus; 

Mr.  Prestowitz.  Well,  I  think  there  is  a  difference  between  pick- 
ing a  champion  and  letting  a  champion  die.  We  have  a  champion 
in  the  aircraft  industry  and  it  would  be  foolishness  to  stand  by  and 
do  nothing  to  defend  against  some  of  the  attacks  that  are  coming. 
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Senator  Kerry.,  So,  does  that  mean  you  subsidize? 

Mr.  Prkstowitz.  Well,  there  are  different  ways  to  approach  it.  I 
think  that  you  get  into  a  tortured  situation  wnen  you  begin  just 
writing  checks  to  companies.  But  I  think  there  are  better  ways  to 
approach  it.  Every  Airbus  that  is  sold  in  this  country  is  dumped. 

The  Secretary  of  Commerce  has  the  authority  to  self-initiate  a 
dumping  action.  Rather  than  waiting  for  McDonnell-Douglas  or 
Boeing  to  file  a  case,  every  time  an  Airbus  is  sold,  the  Secretary 
of  Commerce  ought  to  file  a  case,  a  dumping  case  and  a  counter- 
vailing duty  case. 

I  think  that  cases  in  which  our  aircraft  manufacturers  are  com- 
peting, let  us  say,  in  selling  aircraft  to  a  Thai  Airways  or  a  Singa- 
pore Airways,  I  think  two  things  ought  to  be  clear.  One  is  that,  if 
necessary,  the  United  States  will  match  European  export  subsidies 
dollar  for  dollar.  And,  second,  I  think  that  given,  for  example,  we 
are  the  ones  with  the  Seventh  Fleet  in  the  Straits  of  Malacca,  not 
the  French,  the  Singaporeans  ought  to  understand  that  we  are  pro- 
viding a  lot  of  things  out  there  and  that  they  ought  to  be  aware 
of  that  when  they  make  their  buying  decisions. 

Senator  Kerry.  Why  do  you  think  we  do  not  do  that? 

Mr.  Prestowitz.  On,  golly.  One,  because  we  have  never  really 
thought  it  was  important.  There  is  a  great  distance  between  the 
people  who  have  guided  our  foreign  policy  and  the  people  who  have 
guided  our  trade  and  industrial  policy. 

Dr.  Thurow.  Right.  You  can  see  the  change.  One  of  the  jokes 
about  Henry  Kissinger  in  the  economics  profession  when  he  was 
Secretary  of  State  and  head  of  the  National  Security  Council  is 
Henry  Kissinger  would  tradeoff  any  economic  advantage  no  matter 
how  big  for  any  political  advantage  no  matter  how  small.  And  he 
was  not  alone.  Because  this  was  the  American  era. 

And  of  course,  what  we  would  do  in  the  good  old  days  in  Singa- 
pore is  we  would  be  worried  about  basing  rights  in  Singapore  so 
we  would  give  them  a  little  economic  extra  just  to  get  basing  rights 
in  Singapore.  But  we  do  not  need  the  American  fieet  in  Singapore 
any  more.  They  need  it  there  much  more  than  we  do.  Because  it 
is  not  a  global  thing  any  more,  it  is  local  disputes  between  Singa- 
pore and  Indonesia  or  Thailand  or  whomever. 

So,  I  think  the  part  is  the  switch  in  attitude  in  the  United 
States.  And  to  some  extent  we  still  do  it  because  we  traditionally 
pick  Secretaries  of  State,  and  I  guess  George  Shultz  would  be  the 
only  exception,  who  are  remarkable  for  their  lack  of  interest  in  eco- 
nomics, if  anything  else. 

Mr.  Prestowitz.  But  even  George  Shultz.  I  mean,  I  sat  in  on  a 
meeting  with  George  Shultz  once  in  which  the  Airbus  came  up. 
And  the  Commerce  Department  and  the  Trade  Rep's  office  were 
proposing  to  take  some  fairly  tough  action,  and  Shultz  was  then 
Secretary  of  State,  and  he  said:  "Absolutely  not.  It  would  shatter 
NATO.  We  cannot  do  it." 

So,  it  is  that  mind  set  which  has  really  informed  so  much  of  this 
policy  making. 

Senator  K1':rry.  With  respect  to  Chairman  Hollings,  he  has  pur- 
sued for  about  5  years  now,  and  with  considerable  success  against 
the  tide  at  the  time,  the  notion  of  an  investment  strategy  in  terms 
of  R&D,  high  technology,  the  Hollings  Centers  as  we  know  them, 
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technology  transfer,  and  so  forth.  The  CHnton  package,  the  invest- 
ment package,  is  now  in  trouble  as  we  hear.  And  yet  it  seeks  to 
do  some  of  tne  very  things  that  Dr.  Thurow  and  others  have  talked 
about  so  much — the  R&D  tax  credit,  the  defense  conversion  pro- 
gframs,  and  other  similar  efforts. 

Do  both  of  you — I  know  Dr.  Thurow's  answer  is  affirmative — 
agree  on  the  need  to  do  that,  notwithstanding  the  fiscal  constraints 
and  deficit  constraints  that  we  live  under? 

Dr.  Thurow.  Well,  if  you  look  at  R&D  budgets,  the  last  time  I 
looked  up  the  numbers,  Japan  was  putting  2.8  percent  of  the  GNP 
in  research  and  development,  the  United  States  was  2.7,  and  Ger- 
many was  2.6.  So,  for  all  practical  purposes,  we  were  the  same,  ex- 
cept, basically,  every  dollar  in  Germany  and  Japan  went  into  civil- 
ian activities,  and  in  the  United  States  1.1  percent  of  GNP  was 
military  R&D,  which  means  if  you  subtracted  it  from  the  total,  we 
were  putting  in  only  1.6. 

I  think  the  problem  is,  and  you  see  it  very  clearly  at  my  institu- 
tion, MIT,  the  military  R&D  is  now  falling  very  rapidly.  You  know, 
when  they  first  started  doing  defense  cutbacks,  they  said  the  last 
thing  we  are  going  to  cut  is  R&D — in  fact,  it  is  the  first  thing  they 
cut  because  politically  there  are  fewer  votes  there  than  there  are 
in  the  factories. 

And  we  are  not  going  to  survive  putting  1.6  percent  of  GNP  into 
research  and  development  while  our  competitors  are  doing  2.7.  And 
so  the  question  is:  Can  you  ramp  up  the  civilian  R&D  system  fast 
enough  to  replace  the  military  R&D  system  as  it  phases  down? 

I  think  one  of  the  problems  we  may  very  well  have  is  I  guess  I 
have  some  long  run  confidence  that  we  will  do  it,  but  the  timing 
will  not  be  right.  The  military  system  will  collapse  faster  than  the 
civilian  system  grows,  and  you  are  going  to  have  some  major  Amer- 
ican scientific  institutions  that  are  going  to  go  through  some 
wrenching  cutbacks,  and  then  later  on,  they  are  not  going  to  be 
there  when  you  want  to  have  them. 

And  my  institution,  MIT,  may  very  well  be  one  of  them,  because 
if  you  look  at  our  budget,  we  have  a  budget  of  $1.2  billion — $400 
million  is  education,  $800  million  is  research,  and  about  one-half 
of  that  research  money  comes  from  either  the  defense  or  the  mili- 
tary parts  of  the  Energy  Department.  And  so,  if  it  just  goes  away, 
a  place  like  MIT  is  going  to  be  doing  about  one-half  as  much  re- 
search as  it  has  been  doing. 

Mr.  Prestowitz.  And  just  to  add  to  that  another  aspect  of  this, 
not  only  do  you  subtract  out,  let  us  say,  a  big  piece  of  the  defense 
R&D,  but  our  R&D  spending.  Government  R&D  spending,  tends  to 
be  much  more  heavily  weighted  toward  basic  research,  whereas 
that  in  Germany  and  Japan  tends  to  be  much  more  developmen- 
tally  oriented.  And,  in  a  sense,  we  are  providing  their  seed  corn. 
We  are  doing  the  basic.  This  is  a  very  open  R&D  atmosphere.  They 
take  that  stuff  and  then  they  spend  twice  as  much  as  we  do  on  de- 
veloping it.  And  the  result  is  that  we  get  the  Nobel  prizes  and  they 
get  the  markets. 

Dr.  Thurow.  I  had  an  interesting  experience  along  this  line  in 
Hong  Kong.  Because  if  you  take  LEG  displays,  they  are  now  basi- 
cally all  made  in  Japan  except  for  a  couple  of  small  companies  in 
Hong  Kong  that  make  the  high-end  stuff.  They  are  not  made  in  the 
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United  States  at  all.  But  these  Hong  Kong  companies  are  too  small 
to  do  the  kind  of  fundamental  research  and  so  I  said:  "How  do  you 
keep  up  with  technology?"  You  know,  when  I  was  out  there  not  too 
long  ago.  I  said:  "Do  you  get  any  technology  out  of  Japan?" 

The  answer,  like  everybody  else,  is:  "No,  we  get  nothing  from 
Japan."  But  what  we  do  do,  is  we  send  our  scientists  to  American 
research  conferences  on  LEG  displays,  because  the  American  mili- 
tary is  still  funding  some  fundamental  research  that  American  pro- 
fessors do,  and  we  get  all  our  technology  basically  from  the  Amer- 
ican military  and  the  Americans  do  not  make  this  product  any 
more. 

And  so  the  whole  world,  in  some  sense,  in  terms  of  basic  re- 
search, has  been  living  off  of  American  military  R — not  the  D,  but 
the  R. 

Senator  Kerry.  That  is  interesting. 

And  apparently  there  is  not  much  cooking  to  try  to  address  that 
or  reverse  that? 

Dr.  Thurow.  You  do  not  see  too  much;  no. 

Senator  Kl-IRRY.  Which  is  ominous  as  you  look  down  the  road,  in 
terms  of  those  high-skilled  jobs,  for  the  training  that  you  are  talk- 
ing about  and  that  Senator  Hollings  was  talking  about. 

Dr.  Thurow.  Well,  see,  here  is  something  I  think  we  ought  to  be 
talking  about  in  GATT,  because,  if  you  think  of  it  from  a  narrow 
economic  perspective,  we  all  should  he  doing  the  D  and  forgetting 
the  R.  If  you  think  about  it  from  a  world  perspective,  we  should 
be  financing  R.  Now  that  there  are  a  lot  of,  you  know,  wealthy 
countries  in  the  world  other  than  the  United  States,  in  some  sense 
there  ought  to  be  a  World  Science  Foundation  that  finances  R  for 
everybody's  benefit,  not  just  America  financing  R  for  everybody's 
benefit.  And  those  kind  of  things  are  some  of  the  cooperative  things 
that  you  could  do  in  that  framework. 

Senator  Kerry.  Well,  is  there  not  a  way  to  finance  the  R  and 
hold  on  to  more  of  it,  turning  it  into  the  D? 

Dr.  Thurow.  Well,  to  some  extent,  but  the  real  problem  with  R 
is  it  tends  to  have  a  20-  to  30-year  time  payoff,  and  by  that  time 
everybody  knows  about  it.  I  think  it  is  easy  to  get  economic  advan- 
tages out  of  the  D.  It  is  much  harder  to  get  economic  advantages 
out  of  the  R. 

Senator  Kerry.  Dr.  Thurow,  in  your  book  you  talk  about  the 
consumer  electronics  industry,  and  you  graphically  describe  the 
semiconductor  piece  of  that.  W'liat  possibilities  are  there  with  re- 
spect to  the  higner  margins  that  we  demand,  our  investors  demand 
in  this  country,  versus  those  that  the  Japanese  and  Germans  are 
willing  to  live  with,  and  the  impact  that  has? 

And  I  suppose  a  corollary  question:  Why  are  the  Japanese  com- 
panies able  to  pursue  market  share  at  all  costs  while  we  obviously 
are  not?  Again,  it  goes  to  this  different  set  of  expectations  we  are 
living  by,  I  suppose. 

Dr.  Thurow.  Two  reasons.  One  is,  particularly  in  the  case  of 
Japan,  for  a  long  time  the  big  companies  in  Japan  have  had  rel- 
atively low  cost  of  capital,  partly  because  of  the  fiscal  policies  of  the 
Japanese  Government  and  partly  because  of  the  peculiar  structure 
of  the  Japanese  financial  industry  and  its  relationship  to  big  indus- 
try. 


59 

Second,  because  the  Japanese  market  has  been  protective,  so 
they  have  been  able  to  make  pretty  high  margins  in  Japan  and  use 
that  to  subsidize  market  share  wars  elsewhere. 

The  Germans  are  much  less  market-share  oriented  than  the  Jap- 
anese. The  German  industry  has  to  make  money  in  a  much  more 
real  sense  than  the  Japanese  industry  does. 

Mr.  Prestowitz.  I  think  it  is  fair  to  say  that  those  things  have 
changed  somewhat.  The  cost  of  capital  in  Japan  has  gone  up  and 
it  is  not  quite  as  it  was  in  the  late-1980's.  The  Japanese  market 
continues,  of  course,  to  be  a  sanctuary  for  Japanese  industry. 

I  do  not  think  there  is  a  silver  bullet  answer  to  all  of  this.  Part 
of  it  is  to  reduce  the  cost  of  capital  in  the  United  States  by  doing 
some  of  the  things  Paul  Volcker  is  talking  about  and  that  Lester 
talked  about.  Part  of  it  is  trying  to  batter  your  way  into  the  Japa- 
nese market.  Part  of  it  is  changing  corporate  governance  in  the 
United  States  so  that  you  create  incentives  for  longer  term  invest- 
ment horizons. 

Part  of  that  is  a  couple  of  ideas  that  have  been  thrown  out  are 
sliding  scale  capital  gains  taxes,  high  in  the  short  term,  low  in  the 
long  term.  Another  idea  has  been  a  cumulative  voting  power.  The 
first  year  you  own  a  share  you  have  one-tenth  of  1  vote.  The  10th 
year  you  own  the  share  you  have  a  whole  vote. 

Other  ideas  have  to  do  with  changing  the  taxation  of  corporate 
dividends  and  changing  the  tax  treatment  of  interest  payments  so 
as  not  to  give  such  generous  benefit  tax  deductions  to  interest  pay- 
ments. 

Again,  it  comes  back  to,  do  you  have  a  strategy?  Do  you  have  a 
geoeconomic  strategy?  Do  you  want  to  be  competitive? 

Dr.  Thurow.  Let  me  give  you  an  example  of  how  we  could  meet 
that  particular  requirement.  Suppose  you  levied  a  value-added  tax 
big  enough  to  raise  enough  revenue  to  replace  both  the  corporate 
income  tax  and  the  payroll  tax.  One  of  them  is  the  biggest  tax  that 
the  shareholders  pay  or  may  pay;  the  other,  workers  think  of  them 
paying,  but  it  would  just  be  may  pay.  But  you  are  dramatically  re- 
ducing the  cost  of  American  industry. 

You  know,  it  used  to  be,  let  us  say,  that  they  had  to  have  a  20- 
percent  gross  rate  of  profit  return  to  get  10-percent  net;  now  the 
10-percent  net  is  all  they  need,  not  the  20-percent  gross.  And  at  the 
same  time,  you  buy  yourself  something  in  world  trade  because  all 
of  these  taxes  companies  pay  on  the  products  they  export  to  the 
rest  of  the  world,  they  get  rebated,  so  that  they  become  more  com- 
petitive in  foreign  markets. 

So,  I  think  if  you  think  systematically  about  the  tax  structure  of 
the  United  States,  if  you  could  be  radical,  you  could  put  American 
companies  in  positions  that  would  be  very  comparable  to  Japanese 
companies  in  terms  of  what  they  had  to  go  for  in  this  way. 

Now,  the  ideal  thing,  if  we  could  follow  Senator  Hollings,  would 
be  I  think  if  you  did  a  value-added  tax  you  would  want  to  do  a  big 
tax.  And  I  think  you  would  want  to  tell  the  American  people  you 
are  at  least  getting  rid  of  a  lot  of  paperwork.  And  so  I  think  the 
right  way  to  do  it  is  levelling  it  at  a  substantial  level.  In  Europe, 
it  is  usually  about  20  percent.  And  wipe  out  a  couple  of  these  big 
taxes,  like  the  corporate  income  tax  and  the  payroll  tax.  Because 
that  is  also  happening  on  the  job  side. 
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Because  the  biggest  cost  handicap  in  a  place  like  the  United 
States  on  the  job  side  at  the  moment  is  not  wages.  It  is  the  fringe 
benefits  and  payroll  taxes.  I  mean,  some  of  our  wages  are  remark- 
ably low.  I  was  talking  to  a  timber  person  in  Montana  a  week  or 
so  ago  when  I  was  giving  a  commencement  address  there,  and  he 
kind  of  shocked  me,  oecause  even  though  I  think  I  know  about  the 
world — he  said:  "You  know,  what  I  pay  lumberjacks  to  work  in  Ma- 
laysia is  almost  as  high  as  what  I  pay  in  Montana." 

Now,  if  you  look  at  the  fringe  benefit  side,  I  pay  the  Montana 
people  a  lot  more.  But,  in  terms  of  cash  wages,  the  Malaysian  lum- 
berjack was  making  almost  as  much  as  the  Montana  lumberjack. 
And  so  if  you  could  move  those  payroll  taxes  and  the  corporate  in- 
come tax  over  onto  the  value-added  tax,  you  might  be  able  to  argue 
as  politicians,  I  have  gotten  rid  of  two  taxes — one  the  biggest  one 
that  human  beings  pay,  the  payroll  tax,  one  that  is  going  to  cut  the 
cost  of  capital  by  one-naif  And  I  do  something  for  the  Government 
deficit  too. 

Senator  Kerry.  Well,  that  is  a  recommendation  that  is  falling  on 
the  ears  of  two  of  maybe  five  champions  of  that  effort  here  in  the 
Congress.  [Laughter.] 

And  Senator  Hollings  has  taken  the  leadership  on  the  floor  on 
it.  I  could  not  agree  with  you  more. 

Senator  Hollings. 

The  Chairman.  Right  quickly,  why  do  we  not  start  with  the  na- 
tional security  provisions?  You  say  with  regard  to  the  LEC  displays 
or  the  flat  panel  displays,  that  the  Japanese  said  we  could  not  have 
fired  that  Tomahawk  missile  without  their  particular  Japanese  dis- 
plays that  we  are  using  in  national  security.  But  national  security 
goes  beyond  technology. 

Our  friend  Gary  Hart  was  always  going  around  talking  about 
high  technology,  high  technology  and  unfortunately,  that  virus  is 
still  alive  and  everyone  thinks  that  is  a  quick  fix. 

Thirty-two  years  ago.  President  John  F.  Kennedy  promulgated  a 
seven-point  textile  program.  In  order  to  do  that,  he  had  to  have  au- 
thority under  what  we  call  a  national  security  provision.  He  ap- 
pointed George  Ball,  Arthur  Goldberg,  Luther  Hodges,  Orville  Free- 
man, and  Doug  Dillon,  and  the  five-member  Cabinet  committee 
had  hearings  and  determined  that,  next  to  steel,  textiles  was  sec- 
ond most  important  to  our  national  security. 

We  could  not  send  our  troops  to  war  in  Japanese  uniforms  and 
Gucci  shoes,  incidentally.  I  always  like  to  add  that. 

So,  he  could  promulgate  that  seven-point  program,  and  it  goes 
right  to  the  economy.  A  nation,  in  foreign  policy  and  otherwise,  like 
a  three-legged  stool.  One  leg  consists  of  your  values  as  a  country; 
the  second  leg  is  your  military  strength,  which  is  strong;  and  that 
third  leg  is  the  economic  leg,  which  is  fractured  at  the  moment, 
and  we  need  to  bolster  it  and  rebuild  it. 

In  that  light,  the  largest  employer  of  women,  the  largest  em- 
ployer of  minorities  is  the  apparel  industry.  Nylon  comes  from  my 
South  Carolina  textile  ATMI  crowd,  and  with  GATT,  Dr. 
Prestowitz,  and  you  know  them  well,  they  say:  "Whoa,  we  cannot 
have  GATT;  we  cannot  phase  out  the  multifiber  arrangement  over 
a  10-year  period  with  any  reductions  in  tariffs  because  we  have  got 
studies  showing  we  will  lose  1  million  jobs." 
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But  they  come  now  wdth  Mexico  and  say:  "Oh,  let  us  have 
NAFTA.  Whoopy  for  that  free  trade  agreement  with  Mexico,  be- 
cause we  are  going  to  lose  1  million  apparel  jobs  there,  but  we  do 
not  care  about  the  million  apparel  workers,  we  are  going  to  sell  the 
cloth  and  make  a  fortune." 

I  think  the  strategy  perhaps  ought  to  begin  not  just  with  tech- 
nology or  nontechnology  or  winners  and  losers,  but  with  those 
things  fundamental  to  our  national  security.  Two-thirds  of  the 
clothing  we  see  in  this  room  is  imported,  and  if  that  figure  goes  up 
any  further,  you  will  not  invest,  you  will  not  be  competitive,  you 
will  not  be  productive,  and  then  we  will  have  lost  that  industry. 
And  somebody  said:  "Well,  so  what?  That  is  what  they  told  us  back 
in  the  fifties." 

"Let  the  LDC's,  lesser  developed  countries,  make  the  textiles  and 
shoes  and  we  will  make  the  airplanes  and  computers,"  they  said. 
Now,  40  years  later,  they  are  making  the  airplanes  and  computers 
and  we  are  about  to  lose  all  of  textiles  and  all  of  shoes  and  every- 
thing. 

Do  you  have  a  comment  on  that?  That  still  remains  true  about 
the  national  security  provision. 

Dr.  Thurow.  I  think  you  are  right.  The  issue  is  not  high  tech- 
nology. It  is  how  you  upgrade  your  industries  in  terms  of  wages 
and  profits. 

The  thing  I  always  point  out  in  textiles  and  garments  is  that 
there  are  two  textile  garment  worlds  out  there.  One  is  kind  of  the 
mainland  China,  make  white  man's  underwear,  where  it  is  clearlv 
a  low-wage  industry.  And  Americans  are  not  going  to  want  to  work 
at  the  wages  which  Chinese  are  going  to  work  at. 

On  the  other  hand,  there  is  out  there  an  industry  which  the  Grer- 
mans  and  Italians  dominate,  which  is  a  high-wage,  high-fashion, 
rapid  turnaround  textile  industry,  that  can  pay  very  high  wages. 
And  what  you  want  to  do  in  the  United  States  is  make  sure  that 
you  are,  in  some  sense,  moving  from  that  low-wage  underwear  Chi- 
nese textile  garment  market  into  the  high-wage  garment  textile 
market  that  the  Germans  and  Japanese  dominate  at  the  moment. 

And  so  it  is  not  so  simple  as  to  say  high  technology.  I  am  with 
you  100  percent  on  that.  But  you  need  to  be  worrying  about  all  of 
these  industries.  How  do  you  upgrade  them  so  tnat  they  can,  in 
fact,  afford  to  pay  higher  wages?  Because  that  is  the  name  of  the 
game. 

The  Chairman.  Thank  you,  Mr.  Chairman. 

Senator  Kerry.  Just  a  couple  of  quick  questions,  if  I  can. 

Take  for  example  a  State  like  our  State,  Massachusetts,  where 
we  have  had  so  much  dependency  in  defense  industry,  high  tech- 
nology, computers,  and  so  forth,  all  of  which  is  in  a  downturn.  And 
these  folks  are  out  there  now  really  looking  for  ways  to  increase. 
One  of  the  most  significant  increases  has  been  exports.  And  it  is 
a  significant  base  of  our  economy  in  the  State. 

Do  you  see,  without  the  Clinton  conversion  piece,  the  R&D  com- 
ponents, the  additional  expenditures  on  infrastructure  and  train- 
ing? Do  you  see  us  adequately  meeting  the  needs  of  those  folks  to 
be  able  to  make  that  transition? 

Dr.  Thurow.  I  do  not  think  you  can  make  the  transition  unless 
you  are  willing  to  do  some  of  the  investments.  Remember,  what 
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was  the  GI  bill?  The  GI  bill  was  the  post- World  War  II  human  skill 
transition  bill.  That  what  it  is  was  about. 

It  was  taking  these  12  million  people  that  were  going  to  be 
dumped  out  of  the  American  Army  and  putting  them  back  into  the 
economy  at  a  much  higher  skill  level  than  they  had  come  out. 

And  if  you  looked  at  that  transition  that  we  did  at  the  end  of 
World  War  II,  it  was  a  managed  transition.  It  was  not  just,  throw 
everybody  out  and  let  the  market  do  what  it  will.  And  I  think 

Senator  Kerry.  When  you  say  "managed  transition,"  it  was  man- 
aged because  we  had  the  GI  bill,  we  had  the  investment  in  hous- 
ing, we  had  the  national  infrastructure  expenditures  on  roads? 

Dr.  Thurow.  Interstate  Highway  System,  a  whole  set  of  things 
occurred  in  the  10  years  after  World  War  II.  And  see,  I  think  the 
real  issue  in  the  United  States  at  the  moment  is  not  Government 
versus  private,  it  is  consumption  versus  investment. 

We  want  to  hold  down  consumption  or  stop  it  from  rising  so  rap- 
idly in  both  the  Grovernment  and  in  the  private  sector  and  we  want 
to  push  up  investment,  both  in  the  Government  and  private  sector. 

And  see,  I  think  that  is  why  the  health  care  thing  is  so  impor- 
tant. Because  health  care  spending  is,  in  fact,  consumption.  It  is 
60  percent  in  the  private  sector,  40  percent  in  the  Government  sec- 
tor. It  is  out  of  control  in  both  sectors. 

I  noticed  the  other  day,  the  Japanese  have  reduced  their  health 
care  spending  from  6.8  percent  of  GDP  to  6.2.  Now  if  we  are  spend- 
ing 14,  that  means  every  American  industry  starts  off  with  an  8- 
percent  cost  handicap  on  day  No.  1,  if  you  are  building  health  care 
costs  into  the  payroll  costs,  which  is  what  we  basically  do. 

You  cannot  afford  to  do  that  on — either  in  terms  of  using  your 
resources  that  way  or  organizing  yourself  competitively  that  way. 
If  you  wanted  to  spend  14  percent  on  health  care  while  the  Japa- 
nese are  doing  6  percent,  then  you  have  got  to  get  it  off  the  backs 
of  businesses  and  pay  for  it  in  some  kind  of  a  tax  sense,  so  it  does 
not  have  to  be  rolled  into  the  prices. 

Now  the  right  answer,  of  course,  is  if  the  Japanese  can  be 
healthier  than  we  are,  and  they  are,  and  spend  6  percent  of  GNP 
on  health  care,  then  there  has  got  to  be  some  way  we  can  spend 
a  lot  less  than  14  percent  and  cover  everybody. 

The  Chairman.  And  they  can  save  on  that  Pontiac  car  I  have. 
They  save  $5,000  making  it  over  in  Montreal  on  health  care  costs. 
So,  that  is  why  General  Motors  had  to  go  over  to  Montreal  for  that 
car  to  be  produced  right  there.  That  is  a  $5,000  difference  on 
health  care. 

Senator  Kerry.  Gentlemen,  time  precludes  us  from  digging  into 
some  other  areas  that  we  would  like  to.  I  just  want  to  quickly  bring 
up  that,  at  the  World  Economic  Forum,  you  made  some  comments 
regarding  decoupling.  And  you  subsequently,  I  presume,  had  those 
published  as  an  article.  Partly  what  we  have  been  talking  about 
this  morning,  is  this  notion  of  how  we  proceed  if  we  cannot  get  our 
growth  in  a  cooperative  manner  with  other  countries  operating  by 
some  rules. 

Then  vou  advocated  that  in  order  to  get  the  growth  from  simply 
practical  political  reality,  the  President  may  have  to  decouple.  Do 
you  adhere  to  that  still? 
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Dr.  Thurow.  Yes.  If  you  mean  that  you  cannot  just  sit  here  as 
the  American  economy  being  the  economic  engine  for  the  rest  of  the 
world,  running  up  ever  bigger  trade  deficits. 

Senator  Kerry.  We  cannot  reduce  consumption  and  simulta- 
neously be  the  locomotive  for  the  rest  of  the  world. 

Dr.  Thurow.  Absolutely  not.  You  cannot  do  that.  I  was  just  read- 
ing the  forecast  for  the  next  12  months,  the  Data  Resources  just 
came  out  with.  They  think  that  the  U.S.  trade  deficit  is  going  to 
deteriorate  by  $35  billion  in  the  next  12  months.  It  will  be  $35  oil- 
lion  bigger  12  months  from  now  than  it  is  now. 

Well,  in  the  United  States,  basically  every  45  billion  dollars' 
worth  of  manufactured  imports  means  we  lose  1  million  jobs.  Well, 
Mr.  Clinton  is  going  to  be  losing  three-quarters  of  1  million  jobs  if 
that  forecast  is  right.  How  is  he  going  to  generate  an  economy  in 
the  United  States  that  generates  more  jobs  while  you  are  losing 
three-quarters  of  1  million  jobs  to  the  trade  deficit? 

I  think  the  answer  is  you  are  not.  Now  you  can  sit  here  and  say, 
well,  we  are  just  going  to — I  think  if  you  listen  to  Mr.  Volcker's  tes- 
timony this  morning,  it  was  a  little  bit  discouraging,  because  he 
says,  "Well,  the  rest  of  the  world  is  growing  slowly,  and  therefore 
we  do  not  have  any  choice  but  to  grow  slowly." 

Senator  Kerry.  Well,  I  had  the  same  reaction,  I  must  say.  And 
it  struck  me  that  there  was  an  underscoring  of  the  philosophical 
clash  that  we  are  facing  right  now. 

I  mean,  there  are  those  who  are  going  around  saying,  "Hey,  it 
is  not  as  bad  as  it  was.  They  seemed  to  have  opened  up  a  little  bit." 
But  they  are  missing  the  point  with  respect  to  the  major  cultural, 
philosophical,  and  economic  foundations  on  which  their  notions  of 
competition  are  based  versus  ours. 

Dr.  Thurow.  I  think,  I  want  to  make  a  comment  that  comes  off 
Clyde's  point  about  savings  and  investment  in  these  macro- 
economic  identifies  that  have  to  hold.  If  you  are  going  to  reduce  the 
budget  deficit,  we  have  to  be  reducing  the  trade  deficit  at  the  same 
time.  Because  if  you  think  of  what  are  the  economic  locomotives 
that  can  keep  America  growing  while  you  are  either  raising  taxes 
or  cutting  spending — I  do  not  care  which  you  do  for  this  purpose. 

There  are  only  two.  One  is  lower  interest  rates.  And  I  think  in 
1993-94,  the  American  economy,  for  better  or  worse,  is  going  to  be 
riding  the  interest  rate  locomotive.  But  by  the  time  1994-95  comes 
along,  the  interest  rate  momentum  will  be  spent  and  the  only  thing 
that  can  keep  the  American  economy  growing  as  you  are  raising 
taxes  and  cutting  spending  out  there  in  1995-96  is  if  the  trade  def- 
icit gets  smaller. 

And  so,  you  know,  it  is  not  just  that  we  cannot  afford  to  let  it 
get  worse.  In  some  sense,  if  we  want  to  have  a  successful  economy 
over  the  next  4  years,  it  has  got  to  get  better. 

Senator  Kerry.  Well,  I  think  your  statements,  sir,  are  very  im- 
portant ones.  I  hope  that  we  will  be  able  to  somehow  take  heed. 
There  is  not  a  great  record  around  here  of  this  place  responding 
adequately,  neither  the  Executive  nor  this  institution. 

But  I  do  think  there  are  some  stark  realities  with  which  people 
are  coming  to  grips,  and  I  know  that,  at  least  speaking  for  myself, 
this  is  the  battleground.  This  is  where  all  our  energy  has  to  go. 
And  if  it  does  not,  we  are  going — I  think — to  regret  enormously 
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that  we  ignored  your  warnings  and  some  others  that  have  been 
laid  in  front  of  us. 

So,  we  really  particularly  thank  you.  I  know  you  have  traveled 
down  here  a  number  of  times  this  month  and  I  hope  you  are  not 
getting  exhausted  by  it.  It  is  really  most  helpful  to  us  and  we  are 
very,  very  grateful  to  you  for  it. 

Thank  you  very  much.  Dr.  Thurow  and  Mr.  Prestowitz.  We  are 
going  to  try  to  proceed  directly  to  the  last  panel  if  we  can  and  go 
right  through  here. 

So,  I  would  ask  if  we  may  for  Mr.  Spriggs  and  Mr.  Housman  to 
come  forward. 

Gentlemen,  thank  you.  We  are  very  grateful  to  you  for  being  pa- 
tient and  waiting,  although  I  think  it  has  been  interesting.  And  I 
have  noticed  your  heads  nodding  here  and  there,  and  so  you  have 
been  engaged. 

Obviously,  we  are  very  anxious  to  explore  with  you  ways  in 
which  we  "harmonize  up"  as  Mickey  Kantor  has  said,  rather  than 
sinking  to  the  least  common  denominator  as  we  engage  in  these  en- 
vironmental and  worker  safety  standards  issues. 

And  clearly,  the  labor  standards  and  the  environmental  stand- 
ards become  central  components  of  arriving  at  an  understanding  of 
the  disequilibrium  or  equality  of  our  relationships.  If  countries  are 
not  going  to  do  what  we  are  doing  and  our  corporate  entities  are 
having  to  ante  up,  it  is  part  of  that  cost  that  we  were  referring  to 
earlier,  just  as  the  health  care  benefits  are  a  cost. 

As  the  pressures  get  greater,  I  think  we  are  going  to  see  in- 
creased pressures  for  people  to  try  to  find  ways  to  avoid  or  change 
some  of  those  rules.  TTiat  clearly  is  not  good.  And  it  is  going  to  be 
a  very  significant  part  of  the  equation,  I  think,  as  countries  sit 
down  and  try  to  talk  about  and  quantify  the  different  elements  of 
these  relationships. 

So,  we  look  forward  to  your  testimony.  And  without  further  ado, 
unless  Senator  Hollings  wants  to  say  anything,  you  could  just  pro- 
ceed with  opening  statements,  we  would  appreciate  it. 

STATEMENT  OF  WILLIAM  SPRIGGS,  ECONOMIC  POLICY 

INSTITUTE 

Mr.  Spriggs.  Thank  you  for  inviting  me.  Senator.  And  greetings 
to  you,  Senator  Hollings. 

I  think  that  you  are  right,  that  the  labor  rights  area  is  very  im- 
portant. Unfortunately,  our  trade  policy  typically  has  not  really 
concerned  itself  with  the  labor  rights  issue.  I  think  that  there  are 
two  major  reasons  why  that  is  the  case.  Though,  clearly  we  can 
identify  different  parts  of  trade  legislation  that  do  contain  informa- 
tion and  regulations  on  labor  rights. 

But  I  think  there  are  two  basic  reasons  why  we  have  ignored  it. 
One  of  those  is  that  international  trade  economists  have  in  their 
mind  a  world  in  which  everything  works  in  a  purely  competitive 
framework  and  where  the  wages  of  workers  reflect  their  productiv- 
ity. 

So  that  trade  economists  never  get  bothered  with  the  notion  that 
some  workers  get  paid  less  than  other  workers.  In  their  minds, 
that  reflects  the  lower  productivity  of  those  workers.  And  so  to 
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them  the  issue  of  workers'  rights  is  a  social  question  and  not  some- 
thing that  has  economic  content. 

The  reahty,  however,  is  that  the  wages  of  workers  in  low-wage 
countries  does  not  reflect  their  lower  productivity.  This  is  faith  on 
their  part,  on  the  part  of  a  lot  of  trade  economists,  that  low  wages 
means  low  productivity. 

But  when  people  have  actually  looked  at  the  actual  issue  of  what 
is  the  productivity  of  workers  in  these  low-wage  countries,  what 
are  their  wages,  what  does  that  get  you  in  terms  of  unit  labor 
costs,  the  actual  evidence  is  that  there  are  unit  labor  cost  advan- 
tages in  a  lot  of  low-wage  countries  and  particularly  in  the  manu- 
facturing sector. 

The  other  part,  of  course,  is  that  domestically,  and  in  particular 
over  the  last  12  years,  we  have  not  pursued,  in  our  own  country, 
an  aggressive  program  to  defend  the  labor  rights  of  American 
workers.  And  this  just  shows  up  in  all  sorts  of  statistics  about  what 
has  happened  in  the  last  12  years  domestically. 

If  we  just  look  at  things  like  unfair  labor  practice  cases,  which 
have  come  before  the  National  Labor  Relations  Board,  before  the 
1960's  we  would  have  somewhere  around  10,000  each  year.  During 
the  1980's,  that  number  doubled  to  around  20,000  each  year.  Ana 
this  is  with  a  smaller  share  of  the  workforce  being  unionized.  So, 
this  is  really  remarkable  to  have  more  unfair  labor  practice 
charges,  even  though  we  have  fewer  unionized  workers. 

And  more  of  those  cases  are,  in  fact,  valid.  That  is,  a  lot  of  the 
cases  just  get  dropped  or  dismissed;  during  the  1970's  you  had 
roughly  70  percent  of  the  cases  were  simply  withdrawn  or  dis- 
missed. In  the  1980's,  it  was  60  percent. 

And  as  a  consequence  today,  if  you  were  to  bring  an  unfair  labor 
practice  charge  as  a  worker  because  you  had  been  unfairly  dis- 
missed, it  would  take  you  750  days,  on  an  average — this  is  the  me- 
dian actually — it  would  take  you  750  days  to  get  the  National 
Labor  Relations  Board  to  give  you  a  decision.  Whereas,  before  the 
1980's,  it  would  take  somewhere  under  500  days. 

So,  it  takes  well  over  2 — it  takes  almost  2  years  for  you  to  finally 
have  someone  say,  "Yes,  you  were  treated  wrong  and  you  can  get 
your  job  back." 

So,  we  have  had  two  things  going  on,  which  is  that  domestically 
we  have  been  saying  to  American  workers,  the  way  that  we  want 
to  compete  is  we  do  not  want  a  lot  of  rights  for  American  workers. 
And  then  we  have,  within  the  trade  establishment,  the  theoretical 
underpinnings  for  a  lot  of  what  we  do  in  trade. 

And  Senator  Rollings,  you  mentioned  this.  This  faith  and  this 
altar  that  says  free  trade  is  good  and  this  theoretical  world  that 
says  that  wages  reflect  proouctivity,  and  so  therefore  workers* 
rights  do  not  matter.  But  they  only  do  not  matter  in  that  theoreti- 
cal world. 

Now  this  means  that  a  lot  of  companies  are  able  to  gain  some 
sort  of  cost  advantage,  depending  upon  the  environment,  the  work- 
er right  environment  in  which  they  operate.  And  as  Professor 
Thurow  was  pointing  out,  today  what  goes  on  is  that,  at  least  in 
manufactured  goods,  it  is  the  case  that  what  we  have  is  "manufac- 
tured" comparative  advantage.  That  is,  the  rules  of  the  games  mat- 
ter. 
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And  one  of  the  rules  of  the  games  which  would  of  course  matter 
the  most  is  the  one  input  which  is  not  a  traded  good,  and  that  is 
the  labor  input.  You  know,  you  could  do  all  sorts  of  rules  to  try  and 
impact  all  the  inputs  that  a  company  faces,  but  those  are  mostly 
traded  goods  and  there  is  little  that  you  can  do.  But  you  can  do 
a  lot  about  what  would  happen  to  workers'  right. 

Now  there  have  been  some  studies  which  nave  been  undertaken 
to  look  at  unit  labor  cost  advantages.  And  to  just  give  you  a  picture 
of  how  that  can  impact  the  United  States,  if  you  look  at  a  lot  of 
the  low-wage  countries  with  whom  we  compete  now  in  manufac- 
tured goods,  you  can  see  that  the  eighties  also  was  a  time  period 
in  which  we  increased  our  imports  from  those  countries  in  manu- 
factured goods  by  a  lot. 

Brazil,  we  increased  our  imports  by  over  300  percent,  Korea  by 
almost  400  percent,  Mexico  by  300  percent,  Singapore  by  300  per- 
cent. All  of  these  are  massive  increases  in  the — percentage  of — per- 
centage increases  in  imports  from  those  countries. 

When  you  look  at  Mexico,  just  as  an  example,  and  look  at  their 
productivity  in  the  modern  sector.  Take  electronic  equipment  as 
just  one  of  the  examples,  because  we  talked  about  consumer  elec- 
tronics earlier  in  the  afternoon.  And  you  can  see  that,  the  evidence 
would  tell  you  that  in  electronics,  Mexican  workers  attain  some- 
thing close  to  80  or  70 — between  70  and  80  percent  of  U.S.  produc- 
tivity. Yet  Mexican  workers  are  compensated  on  a  level  that  is  clos- 
er to  something  like  maybe  15  percent  of  U.S.  wages. 

The  same  thing  would  occur  if  you  looked  at  transportation 
equipment,  where  on  average  Mexicans  attain  something  like  60 
percent  of  U.S.  productivity  while  they  are  getting  something  like 
12  percent  of  U.S.  wages. 

Harley  Shaiken,  who  teaches  at  the  University  of  California,  San 
Diego,  has  done  a  study  where  he  has  looked  at  plants  run  by  a 
corporation  that  has  plants  in  Mexico  and  a  plant  in  the  U.S.  Mid- 
west and  we  has  been  able  to  compare  the  engine  productivity.  It 
is  a  company  that  produces  engines.  He  has  been  able  to  measure 
productivity  because  these  are  like  products  and  they  are  using 
similar  technologies,  and  has  been  able  to  document  that,  the  Mexi- 
can productivity  rate  for  that  same  product  is  somewhere  close  to 
94  percent,  which  is  of  course  going  to  be  more  accurate  than  just 
looking  at  national  averages. 

In  the  case  of  Korea,  some  Federal  Reserve  economists  have 
looked  at  this  issue  and  found  that  Korea  enjoys  a  very  big  unit 
labor  cost  advantage. 

Now  where  does  this  unit  labor  cost  advantage  come  from?  Some 
of  it  comes  from  the  fact  that  developing  nations  have  a  dual  labor 
market,  so  that  workers  in  the  modem  sector  have  their  wages 
held  down  by  a  large  supply  of  workers  who  are  not  in  the  modern 
sector.  So  that  is  part  of  the  reason. 

But  the  other  part  of  the  reason  is  because  those  workers  do  not 
enjoy  the  same  type  of  labor  rights  that  we  would  recognize  here 
in  this  country.  Now,  it  gets  to  kind  of  a  de  facto/de  jure  issue,  be- 
cause if  you  looked  at  Mexico's  labor  code,  its  labor  code  is  actually 
better  than  the  U.S.  labor  code  if  you  were  an  American  worker. 

Senator  Kerry.  But  it  is  not  enforced. 
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Mr.  Spriggs.  That  is  right,  and  the  same  thing  with  environ- 
mental. So,  it  is  an  issue  of  looking  at  the  facts  as  opposed  to,  nec- 
essarily, their  laws.  There  is  a  study  that  has  tried  to  approximate 
this  by  Peter  Dorman.  And  what  Peter  did  was  look  at  a  measure 
from  the  International  Labor  Office  and  from  the  U.N.  of  what  kind 
of  rights  exist  in  low-wage  countries. 

His  study  says  that  if  you  can  change  a  country's  grading  just 
by  one  level  and  get  more  rights,  you  change  the  wages  of  those 
workers  by  30  percent.  And  when  you  look  at  the  unit  labor  cost 
advantages  that  some  of  these  countries  have  on  us,  that  is  almost 
the  labor  cost  advantage  that  some  of  them  have  on  us.  So,  if  we 
could  have  labor  rights  which  would  at  least  raise  them  one  notch, 
then  we  would  be  better  off. 

Now,  part  of  the  problem  comes  about  because  American  workers 
not  only  compete  against  countries  that  have  this  environment,  but 
they  are  forced  to  compete  against  U.S.  companies  who  see  that  en- 
vironment and  are  willing  to  take  advantage  of  it.  If  you  look  at 
the  increase  in  manufactured  imports  from  Latin  America  and 
Asia,  that  are  coming  from  U.S.  corporations,  it  is  really  astonish- 
ing the  rate  of  increase  that  took  place  during  the  1980's. 

So,  the  question  becomes.  Can  we  get  trade  policy  in  the  United 
States  to  finally  say  "Look,  we  have  addressed  intellectual  property 
rights,  and  we  understand  that  there  is  an  issue  there.  We  have 
addressed  the  issue  of  subsidies  and  we  understand  that  there  is 
an  issue  there,  or  at  least  we  are  attempting  to  address  the  issue 
of  Government  subsidies,  but  we  also  have  to  think  about  the  issue 
of  worker's  rights,  and  it  must  be  much  more  forceful  than  is  the 
case  today." 

We  all  know  that  when  the  original  NAFTA  agreement  came 
down,  there  was  a  chapter  to  make  uniform  what  the  intellectual 
property  rights  would  be  in  the  three  nations,  there  was  a  chapter 
that  made  uniform  what  the  government  procurement  rates  would 
be,  but  there  was  not  a  chapter  to  talk  about  labor  rights. 

Could  we  operate  on  the  framework  of  national  law,  national 
standards?  Well,  I  think  that  the  danger  in  working  on  that  level 
is  that  unless  you  recognize  that  labor  rights  can,  in  fact,  give  a 
cost  advantage,  that  you  must  then  agree  that  there  is  some  stand- 
ard, and  it  cannot  be  national  standard.  Otherwise,  of  course,  what 
a  country  could  do  is  say,  "OR,  you  do  not  like  the  fact  that  I  do 
not  enforce  my  severance  pay  law.  Okay,  we  will  not  have  a  sever- 
ance pay  law." 

So,  unless  we  are  going  to  have  the  reaction  being,  I  do  not  en- 
force my  law  therefore  I  will  lower  my  law  to  conform  to  what  I 
am  willing  to  enforce,  then  we  are  going  to  have  to  agree  what 
those  standards  are.  And  it  is  a  silly  game  to  say  that  that  would 
not  take  place  because  that,  of  course,  would  be  the  reaction. 

Senator  K>:hry.  If  I  could  just  interrupt  you  for  a  minute,  why 
do  you  believe  this  was  not  part  of  the  original  negotiation?  Now 
it  is  in  side  agreement  status,  not  in  the  original  agreement  with 
NAFTA?  Simply  because  of  philosophical  difference  in  the  Bush  ad- 
ministration or  was  it  too  difficult  to  get  agreement  on? 

Mr.  Spriggs.  No,  I  think  it  is  twofold.  One  is  the  philosophical 
area.  But  the  other  is,  and  we  are  seeing  it  now,  that  those  busi- 
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ness  interests  in  the  United  States  that  want  to  operate  in  Mexico 
are  the  ones  who  are  saying  they  do  not  want  the  side  agreements. 

Now,  I  think  this  gets  back  to  the  who  is  us  type  of  question. 
And  that  is  that  there  are  going  to  be  corporations  which  could 
benefit  from  NAFTA,  but  they  could  only  benefit  if  Mexico  contin- 
ues with  certain  regimes,  one  of  those  being  its  labor  rights  regime. 

So,  I  think  part  of  this  is  philosophical,  but  part  of  this  is  who 
stands  to  benefit  from  NAFTA  and  if  the  side  agreements  take 
away  those  benefits  then  we  are  back  to  the  models  all  of  which 
say  nothing  happens  with  NAFTA,  no  one  really  gains  or  loses. 

In  those  theoretical  models  which  are  looking  at  a  theoretical 
world  where  everything  is  fine  and  works  in  a  perfectly  competitive 
way,  well  then,  you  know,  all  those  models  tell  us  that  nothing 
would  happen.  But  that  is  not  the  reality.  There  are  real  dif- 
ferences and  there  are  possibilities  of  taking  advantage  of  those  dif- 
ferences, one  of  those  oeing  labor  rights.  So,  I  think  that  is  part 
of  the  motivation  for  why  it  was  not  there  originally. 

But  if  you  look  at  the  structure  of  the  U.S.  Trade  Representa- 
tives Office  itself,  though,  vou  see  that  there  is  not  someone  there 
for  labor  rights.  And  that  kind  of  speaks  to  the  mentality  of  what 
is  important,  what  has  to  be  made  level.  Intellectual  property 
rights  have  to  be  made  level,  but  labor  rights  do  not. 

And  if  you  look  at  how  complex  that  chapter  is  on  intellectual 
property  rights,  then  it  is  clear  it  is  not  simply  that  it  is  com- 
plicated because  that  was  a  complicated  chapter  to  come  to  agree- 
ment on. 

Given  that  Mexico  has  signed  on  to  and  agreed  to  many  ILO  con- 
ventions, it  is  not  as  if  there  are  not  some  basic  standards  from 
which  the  agreement  could  have  begun.  So,  I  do  not  think  that  it 
was  too  complex. 

Senator  Kerry.  We  want  to  have  time  to  get  both  in  because  we 
have  a  democratic  conference  backing  up  on  us  a  little  bit  here.  I 
do  not  want  to  cut  you  off,  but  if  you  can  summarize,  if  you  left 
out  any  points 

Mr.  Spriggs.  Well,  I  really  did  not  want  to  come  here  with  a  lot 
of  proposals,  but  what  I  did  want  to  come  with  was  to  encourage 
you  to  continue  with  the  interest  that  you  do  have  on  labor  rights, 
and  to  make  sure  that  if  we  are  going  to  continue  with  opening  up 
markets  in  the  way  that  the  NAFTA  suggests,  if  we  are  going  to 
have  a  GATT  round  in  which  we  are  going  to  continue  to  be  con- 
cerned about  subsidies,  then  we  do  have  to  recognize  that  labor 
rights  form  a  way  in  which  countries  can  and  do  subsidize  oper- 
ations. 

And  that  if  we  do  not  recognize  that  as  being  as  equally  harmful 
as  everything  else  that  we  see  as  harmful,  then  we  are  going  to  be 
missing  the  point. 

[The  prepared  statement  of  Mr.  Spriggs  follows:] 

Prepared  Statement  of  William  E.  Spriggs 

Various  pieces  of  U.S.  international  trade  and  investment  law  contain  language 
that  seeks  to  limit  the  granting  of  privileged  access  to  the  U.S.  market,  or  limit  sup- 
porting direct  foreign  investment,  to  nations  that  adhere  to  basic  internationally  rec- 
ognized labor  rights  (for  a  discussion  see  U.S.  Dep't  of  Labor,  1991).  Generally,  these 
rights  correspond  to  major  International  Labor  (organization  (ILO)  conventions,  and 
include: 
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A.  the  right  of  freedom  of  association  (ILO  convention  #87,  adopted  in  1948); 

B.  the  right  to  organize  and  bargain  collectively  (ILO  convention  #98,  adopted  in 
1949); 

C.  prohibitions  against  the  use  of  forced  labor  (ILO  convention  #105,  adopted  in 
1957); 

E.  standards  with  relation  to  wages  (ILO  convention  #131,  adopted  in  1970), 
hours  (ILO  convention  #14,  adopted  in  1947  and  extended  in  convention  #106, 
adopted  in  1957),  and  the  safety  of  working  conditions  (ILO  convention  #155,  adopt- 
ed in  1981);  and 

D.  a  minimum  age  for  child  labor  (ILO  convention  #138,  adopted  in 
1973). 

The  legislation  that  is  currently  affected  by  these  limits  are:  the  Caribbean  Basin 
Economic  Recovery  Act  (1983),  Title  V  of  the  Trade  and  Tariff  Act  of  1984  (the  Gen- 
eralized System  of  Preferences  (GSP)  Renewal  Act),  the  Overseas  Private  Invest- 
ment Corporation  (OPIC)  reauthorization  of  1985,  Public  Law  100-202  (Authoriza- 
tion for  LkS.  participation  in  the  Multilateral  Investment  Guarantee  Agency  (MIGA) 
of  the  World  Bank,  1987),  the  Omnibus  Trade  and  Tariff  Act  of  1988. 

Currently,  the  connection  between  labor  rights  and  international  trade  is  not  gen- 
erally discussed  by  most  international  trade  economists  or  policy  makers.  This  is  the 
case  for  several  reasons.  Two  major  reasons  are  the  theoretical  underpinning  of 
international  trade  policy,  and  the  other  is  the  domestic  economic  agenda  of  the  last 
twelve  years. 

Though  Section  301  of  the  Trade  Act  of  1974  does  define  "any  act,  policy,  or  prac- 
tice or  combination  of  these  which  constitutes  a  persistent  pattern  of  conduct  that 
denies  worker  rights  as  unfair  trade  practice  (U.S.  Dep't  of  Labor,  1991,  p.  12),"  U.S. 
trade  policy  has  virtually  ignored  worker  rights.  Consequently,  the  body  of  the 
North  American  Free  Trade  Agreement  (NAFTA)  does  not  address  the  vast  dif- 
ferences among  the  U.S.,  Canada,  and  Mexico  in  the  interpretation  and  protection 
of  worker  rights,  but  it  does  smooth  the  differences  among  the  countries'  intellectual 
property  rights  and  government  procurement  rules  by  devoting  an  entire  chapter  to 
each  of  those  subjects. 

The  GSP  Renewal  Act  of  1984  gives  the  U.S.  a  wav  to  remove  duty-free  iniport 
status  from  developing  countries  if  those  countries  violate  the  labor  rights  provision 
of  the  Act.  Yet  the  only  countries  to  have  their  GSP  status  suspended  or  removed 
are:  Burma,  the  Central  African  Republic,  Chile,  Liberia,  Nicaragua,  Paraguay,  Ro- 
mania and  the  Sudan.  A  list  that  is  suspiciously  thin. 

Until  recently,  trade  theory  was  dominated  oy  models  that  assumed  perfect  com- 
petition and  constant  returns  to  scale  in  production  technology.  The  traaitional  the- 
ory argues  that  removing  international  trade  barriers  would  lead  a  country  to  spe- 
cialize in  exporting  those  goods  that  it  can  produce  more  efficiently  relative  to  other 
goods  that  tne  country  produces — their  "comparative"  advantage  (based  on  the  ini- 
tial work  of  David  Ricardo,  1951.).  Most  policy  makere.  recalling  their  undergradu- 
ate economics  courses,  are  familiar  with  this  theory.  The  noted  international  trade 
economist,  Paul  Krugman,  has  written,  "If  there  were  an  Economist's  Creed,  it 
would  surely  contain  the  affirmations  'I  understand  the  Principle  of  Comparative 
Advantage'  and  'I  advocate  Free  Trade.'  (Krugman,  1993,  p.  2)" 

In  that  theorelical  world,  the  wages  of  workers  would  refiect  their  productivity, 
and  countries  would  operate  at  full  employment.  That  world  view  sees  the  wages 
of  workers — labor  costs — as  independent  of  national  institutions  (as  an  example  see 
the  discussion  of  the  Heckscher-Olin  ^odel,  in  standard  undergraduate  text  like 
Caves  and  Jones,  1973,  Chapter  8).  So,  those  economists  view  a  discussion  of  work- 
ers' rights  within  the  context  of  a  social  agenda. 

While  trade  economists  have  now  updated  their  theory  to  include  the  possibilities 
of  monopolies,  increasing  returns  to  scale  in  production  technology,  and  other  mar- 
ket imperfections,  generally,  trade  economists  have  failed  to  keep  pace  with  labor 
economists  in  theories  of  wage  determination.  Armed  with  the  world  view  of  the  old 
school  of  trade  economists,  policy  makers  pushed  for  international  trade  free  of  tariff 
barriers.  With  the  new  school  in  ascendancy,  some  policy  makers  now  talk  about 
"strategic"  trade  to  address  the  problems  raised  by  trade  in  a  world  with  niarket 
imperfections.  So,  the  improvement  in  trade  theory  has  still  left  the  discussion  of 
workers'  rights  as  a  social  issue. 

Ignoring  labor  rights  abroad  is  not  inconsistent  with  the  attention  given  workers 
domestically  the  last  twelve  years.  Evaluating  the  domestic  agenda,  many  labor 
economists  have  documented  tne  declining  fortunes  of  America's  workers.  Recent  re- 
search has  highlighted  the  failure  of  the  policies  of  the  1980s  to  reduce  poverty  or 
some  aspect  of  the  decline  in  earnings  for  African-American  males  relative  to  white 
males,  high  school  educated  workers  relative  to  college  educated  workers,  and  high 
school  educated  private  sector  workers  relative  to  high  school  educated  public  sector 
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workers.  The  general  theme  is  that  there  was  a  large  increase  in  wage  inequality 
in  the  U.S.  during  the  1980s.  Some  of  the  researchers  who  have  documented  these 
trends  include:  Mckinley  Blackburn,  David  Bloom  and  Richard  Freeman  (1990), 
David  Cutler  and  Lawrence  Katz  (1991),  Katz  and  Alan  Krueger  (1991),  Lawrence 
Mishel  and  Jared  Bernstein  (1992)  and  John  Bound  and  Freeman  (1992). 

But  the  experience  of  the  19808  was  new.  The  trend  among  industrialized  nations 
during  the  19703  was  toward  wage  equality.  In  the  1980s,  the  U.S.  was  different 
from  other  industrialized  nations  for  having  a  large  increase  in  wage  differentials. 
Though  England,  by  pursuing  some  policies  similar  to  the  American  policies,  also 
had  a  large  increase  in  inequality;  the  U.S.  was  unique  for  having  wages  fall  so  dra- 
matically for  the  lower  end  of  wage  earners.  In  explaining  why  the  U.S.  pattern  was 
so  unique,  researchers  Katz  and  Freeman  (1993)  concluded  that: 

Differences  in  wage-setting  institutions  and  in  training  and  education  sys- 
tems also  explain  some  of  the  differential  growth  in  inequality.  Countries  where 
labor  market  institutions  (by  which  we  mean  unions,  employer  federations,  gov- 
ernment agencies)  play  a  greater  role  in  wagesetting  and  which  provide  better 
training  or  education  for  less  skilled  workers  had  smaller  rises  in  inequality  in 
response  to  similar  demand/supply  shifts  as  the  United  States. 

(Jhanges  in  labor  market  institutions  contributed  to  chan^ng  wage  inequal- 
ity. TTie  decline  of  unionization  in  particular  contributed  to  nsing  wage  inequal- 
ity in  the  United  States  and  the  United  Kingdom. 
Their  finding  is  not  surprising.  The  domestic  agenda  for  the  last  twelve  years  has 
weakened  American  worker  rights  (Spriggs,  1991).  This  can  be  shown  in  the  omi- 
nous rise  in  labor-management  friction  since  the  end  of  the  1970s.  The  number  of 
unfair  labor  practice  charges  brought  before  the  National  Labor  Relations  Board 
(NLRB)  has  more  than  douoled,  from  below  10,0(X)  each  year  in  the  1960s,  to  above 
20,000  each  year  in  the  1980s.  The  percentage  and  number  of  valid  cases  has  risen 
si^ificantly.  From  1946  to  1977,  roughly  70  percent  of  cases  were  withdrawn  or  dis- 
nussed.  For  most  of  the  1980s,  only  60  percent  were  so  treated.  The  number  of 
workers  who  win  reinstatement  to  remedy  being  fired  by  unfair  labor  practices  has 
gone  from  a  few  thousand  in  the  19503  to  several  thousand  in  the  1970s  and  19808; 
m  1980  and  1985,  workers  so  reinstated  numbered  in  the  tens  of  thousands.  The 
NLRB  has  been  overwhelmed  by  these  increases.  The  median  length  of  time  re- 
quired to  resolve  unfair  labor  practice  cases  increased  from  just  over  500  days  in 
1980  to  shghtly  over  750  days  by  1989. 

Largely  because  of  these  attacks  by  American  firms  on  collective  bargaining,  the 
U.S.  has  the  lowest  share  of  unionized  workers  of  any  democratic  industrialized  na- 
tions; also  the  U.S.  had  one  of  the  greatest  declines  in  union  density  during  the 
1980s. 

So,  in  large  part  because  of  a  domestic  policy  agenda  that  weakened  U.S.  worker 
rights  and  tne  dominance  of  international  trade  theory  that  assumes  that  wages  re- 
flect productivity,  worker  rights  in  trade  issues  have  not  been  aggressively  pursued. 
But,  with  new  evidence  on  U.S.  wage  trends,  and  the  lack  of  a  relationship  net  ween 
wages  and  productivity  in  many  less  developed  countries,  it  is  time  to  rethink  the 
role  of  worker  rights  in  international  trade. 

LOW-WAGES  OR  LX)W  PRODUCTIVITY 

Between  1985  and  1988,  the  U.S.  balance  of  trade  in  manufactured  goods  deterio- 
rated by  $17.5  billion.  In  trade  with  the  European  Community,  it  actually  improved. 
All  of  the  decline  in  balance  can  be  accounted  for  by  Japan  and  the  developing 
world.  The  growing  gap  in  manufactured  goods  trade  with  Japan  was  equal  to  64 
percent  of  the  totalaecline.  But,  the  growing  gap  in  manufactured  goods  trade  with 
the  developing  world  was  equal  to  about  eighty  percent  of  the  total  decline.  The 
trade  imbalance  with  the  developing  world  reflects  the  dramatic  increase  in  manu- 
factured imports  by  the  U.S.  from  the  developing  world.  Between  1980  and  1988, 
U.S.  manufactured  goods  imports  increa.sed  by  170  percent.  From  the  European 
Community  they  increased  by  134  percent,  while  from  the  developing  world  they  in- 
creased by  240  percent.  As  examples,  manufactured  goods  imports  irom  Mexico  in- 
creased by  296  percent,  from  Brazil  by  338  percent,  and  from  South  Korea  by  386 
percent. 

The  wage  gap  between  industrial  workers  in  the  U.S.  and  developing  world  are 
huge.  Table  1  shows  the  wage  gaps  for  six  low  wage  countries.  It  also  shows  the 
fast  growth  in  manufactured  imports  from  those  countries.  These  wage  gaps,  and 
the  growing  trade  deficit  with  low-wage  countries  in  manufactured  goods  prompts 
concern  from  America's  labor  leaders.  But,  international  trade  economists  normally 
dismiss  such  concerns  because  their  theory  says  that  the  low  wages  do  not  give 
those  countries  a  competitive  advantage. 
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But,  the  claim  of  international  trade  economists  that  the  wages  of  workers  reflect 
their  productivity  has  no  empirical  basis.  New  research  clearly  challenges  this  faith 
with  data  that  shows  low  wages  do  not  necessarily  mean  low  productivity.  These 
works  include  Magnus  Blomstrom  and  Edward  Wolff  (1989),  Peter  Hooper  and 
Kathryn  Urin  (1989).  Walter  Russell  Mead  (1990),  Peter  Dorman  (1990),  and  Har- 
ley  Shaiken  (1993).  What  this  data  supports  is  a  need  to  understand  the  wage  set- 
ting mechanism  of  different  countries.  To  the  extent  that  worker  rights  are  related 
to  wage  levels  and  labor  costs,  they  must  he  viewed  as  equally  important  to  trade 
agreements  as  government  subsidies,  or  intellectual  property  rights. 

Table  1— Hourly  Compensation  Costs  of  Production  Workers  in  Manufacturing,  6  Low-Wage 
Countries  as  a  Percentage  of  U.S.  Costs  and  Increase  in  U.S.  Manufactured  Imports  from 
those  Countries  1980-88 


Countiy 

Hourly  compensation 

Percent  increase  in  US 

manutactured  imports 

1980-88 

1980 

1988 

Brazil  

14 

10 

338 

Hone  Kone 

15 
10 

17 
17 

116 

Korea 

386 

Mexico 

30 

9 

295 

Singapore 

Taiwan 

15 
10 

19 
20 

342 
262 

United  States 

100 

100 

SouRCS:  Walter  Russell  Mead,  The  Low-Waje  Challenge  to  Glolwl  Growth  (1990)  Table  4,  and.  US  Oept  ot  Labor,  Bureau  o(  Labor  Sta- 
tistics Report  817.  international  Comparisons  of  Hourly  Compensation  Costs  lor  Production  Workers  in  Manutacturmj.  1975-90  (1991),  Table 
1 

Combining  the  productivity  work  of  Blomstrom  and  Wolff  with  wage  data,  Robert 
Blecker  and  1  have  shown  (Blecker  and  Spriggs.  1992)  that  in  the  two  manufactur- 
ing sectors  that  the  U.S.  has  the  largest  trade  deficits  with  Mexico,  Mexican  wages 
relative  to  U.S.  wages  do  not  reflect  the  ratio  of  Mexican  to  U.S.  productivity.  This 
is  shown  in  the  following  table. 

Table  2— Mexican  Labor  Productivity  and  Hourly  Labor  Compensation,  as  Ratios  of  the  U.S. 

Levels.  1975-84 


1975 


1979 


1982 


1984 


Electronic  equipment 

Productivity 

Compensation  

Transportation  equipment: 

Productivity  

Compensation 


0.63 
0.24 

0.53 
0.31 


0  74 
0,24 

0.61 
028 


066 
0,20 

059 
020 


0,83 
0.15 

0.57 
0.13 


Source:  Magnus  Blomstrom  and  Edward  N  Wolf,  "Multinational  Corporations  and  Productivity  Convergence  in  Mexico, "  National  Bureau 
ot  Economic  Research  Working  Paper  No  3141  (Cambridge.  MA  October  1989)  Table  8,  page  25;  US  Dept  ot  Labor,  Bureau  of  Labor  Statis- 
tics. Office  ot  Productivity  and  Technology,  Houly  Compensation  Costs  tor  Production  Workers.  40  Manufactunng  Industnes.  J4  Countries,  1975 
and  1979-80,  Unpublished  Data  (September  1990)  pages  86  a,nd  95  Transportation  compensation  is  tor  motor  vehicle  equipment.  And.  au- 
thor's calculations 

Note:  Productivity  is  measured  by  value  added  per  employee 

Productivity  is  measured  in  Table  2  as  value  added  per  employee  in  each  indus- 
try. The  differential  in  worker  compensation  cost  (wages  plus  mandated  and  nego- 
tiated benefits  and  taxes)  in  the  two  industries  is  also  shown  in  the  table.  During 
the  period  shown,  the  relative  cost  of  employing  Mexican  to  U.S.  workers  was  de- 
clining. In  electronics,  Mexican  workers'  wages  fell  from  24  to  15  percent  of  U.S. 
wages  in  that  industry.  In  transportation  equipment.  Mexican  workers  went  from 
31  percent  of  U.S.  wages  down  to  13  percent.  Yet.  in  transportation  equipment. 
Mexican  workers  were  oetween  53  and  61  percent  as  productive  as  U.S.  workers. 
In  the  electronics  industry,  the  diflerence  is  even  more  stark.  In  electronics.  Mexi- 
can workers  went  from  63  to  83  percent  as  productive  as  U.S.  workers.  Thus,  the 
unit  labor  costs  of  production  in  Mexico  in  these  industries  are  much  lower  than 
in  the  United  States.  These  are  not  low-wage  industries  by  U.S.  standards.  These 
are  "high-tech"  (electronics)  and  capital  intensive  (transportation  equipment)  indus- 
tries, for  which  the  traditional  comparative  advantage  model  woula  expect  the  U.S. 
to  retain  a  cost  advantage. 
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Shaiken  (1993)  has  carefully  studied  automobile  engine  plants  run  by  the  same 
company,  in  Mexico  and  the  U.S.  midwest.  The  Mexican  olant  was  built  in  1983. 
Because  the  engine  plants  produce  the  same  product  witn  almost  identical  tech- 
nologies, he  is  aole  to  compare  the  physical  output  of  the  two  plants.  The  Shaiken 
data  supports  the  broader  measure  of  productivity  shown  in  Table  2.  He  was  able 
to  document  that  in  less  than  two  years,  from  1984  to  1986,  the  Mexican  facility 
was  able  to  perform  at  115  percent  of  the  U.S.  facility  in  making  engine  heads,  and 
94  percent  in  making  engine  blocks.  Based  on  six  years  of  data,  from  1986  to  1991, 
on  engine  repairs  reported  from  consumer  surveys,  the  Mexican  plant  had  higher 
quality  than  the  U.S.  plant  in  four  of  those  six  years. 

Hooper  and  Larin  studied  unit  labor  costs  in  manufacturing  because  labor  is  such 
a  large  non-traded  input  into  the  manufacturing  process.  Their  estimates  are  con- 
servative since  they  use  purchasing  power  parity  mdexes  to  convert  currencies.  So, 
their  measure  underestimates  labor  costs  by  emphasizing  the  purchasing  power  of 
workers  wages.  The  use  of  market  exchange  rates  would  have  emphasized  the  rel- 
ative cost  01  production.  Table  3  shows  their  results  for  the  U.S.  and  Korea  for  1980 
to  1988.  During  thai  period,  while  U.S.  labor  costs  were  roughly  constant,  the  Ko- 
rean costs  fell.  This  divergence  in  unit  labor  costs  reflects  a  more  rapid  growth  in 
firoductivity  in  Korea  than  in  America.  The  result  is  that  American  firms  were  made 
ess  competitive  relative  to  their  Korean  counterparts  because  Korean  wages  did  not 
increase  with  Korean  worker  productivity. 

Table  3— Manufacturing  Unit  Labor  Costs  (U.S.  Dollar  price  per  unit  of  Output) 


Year 

Unrted  States 

Korta 

1980  

65.7 
708 
74.4 
73.1 
71.7 
71.2 
70.0 
69.0 
69.9 

42.0 

1981             

36.6 

1982  

40.3 

1983  

41.4 

1984  

35.2 

1985  

31.5 

1986  

29.9 

1987 

32.0 

1988 

35.5 

Source:  Petei  Hooper  and  lUthiyn  Laiin,  "International  Comparisons  ol  Labor  Costs  in  Manutacturing."  Revim  of  Income  and  Wealth 
(December.  1989).  Table  5 

Citing  a  U.S.  International  Trade  Commission  study,  Mead  (1990)  shows  that 
Brazilian  and  Korean  steel  workers  reach  a  productivity  level  thai  is  roughly  sixty 
percent  of  the  U.S.  level  in  cold  rolled  steel,  out  that  they  earn  wages  that  are  ap- 
proximately ten  percent  of  the  U.S.  level.  This  makes  labor  costs  five  times  greater 
in  the  U.S.  than  in  Korea  or  Brazil  per  metric  ton  of  cold  rolled  steel. 

Blecker  (1992,  p.  101-102)  has  explained  why  the  trade  theorists  faith  in  the 
equality  of  wages  and  the  value  of  the  marginal  productivity  of  labor  misses  reality. 
First,  technology  and  capital  are  internationally  mobile,  enabling  less  devel- 
oped countries  to  raise  their  productivity  levels  far  above  what  their  domestic 
technological  capabilities  alone  would  permit.  Second,  these  countries  suffer 
from  what  development  economists  have  called  "dualism"  in  labor  markets. 
*  *  *  That  is,  developing  countries  typically  have  a  modem  capitalist  sector 
which  uses  advanced  technology  alongside  a  backward  subsistence  sector  which 
uses  traditional  methods  (sometimes  called  the  "informal  sector").  *  *  *  This 
segmentation  of  labor  markets  implies  that  they  are  not  perfectly  competitive, 
and  that  wages  do  not  freely  adjust  to  equalize  the  total  demand  for  labor  with 
the  supply  in  the  modem  sector  where  there  is  chronic  excess  supply.  •  •  ♦ 
[These  countries]  will  have  a  persistent  advantage  in  unit  labor  costs  in  a  wide 
spectrum  of  manufacturing  activities. 

LOW-WAGES  AND  WORKERS  RIGHTS 

Dorman  (1990,  p.  7)  measures,  in  a  crude  way,  the  relationship  between  worker 
rights  and  wages.  He  looked  at  ten  countries,  and  ranked  their  worker  rights  along 
several  dimensions.  One  measure  was  of  the  right  to  form  unions,  and  was  scaled 
from  a  score  of  one  to  four.  A  country  with  the  highest  rights  would  be  scored  a 
four.  Dorinan  also  controlled  for  national  unemployment  rate,  the  literacy  rate  of 
the  country,  and  the  share  of  nonagricultural  employment  in  the  country.  Increasing 
the  amount  of  rights  enough  to  go  up  the  scale  by  one,  increased  the  average  wage 
of  production  workers  in  the  sample  by  almost  forty  percent.  Two  other  indexes  of 
worker  rights  were  more  broad  civil  rights  and  liberties.  They  were  scaled  from  five 
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to  one.  A  country  with  the  highest  rights  would  be  scored  a  one.  Increasing  the 
amount  of  civil  rights  enough  to  go  down  the  scale  by  one,  increased  the  average 
wage  of  production  workers  in  the  sample  by  a  little  over  thirty  percent. 

Tnougn  his  measures  are  admittedly  crude,  they  are  very  instructive.  An  increase 
of  thirty  to  forty  percent  in  the  wages  of  the  countries  shown  in  Table  would  close 
the  unit  labor  cost  advantage  that  tnose  countries  have  in  many  industries.  The  ex- 
tent to  which  countries  are  able  to  use  limited  worker  rights  to  suppress  workers 
receiving  wages  closer  to  their  productivity  grants  them  a  competitive  trade  advan- 
tage. 

That  idea  is  not  novel.  In  the  U.S.  domestic  labor  policy  debates  include  ref- 
erences to  America's  competitive  stance.  Opponents  of  increasing  American  worker 
rights  argue  that  new  regulations  will  hurt  America's  competitiveness.  Proponents 
of  American  labor  rights  nave  taken  to  showing  how  America's  competitiveness  will 
not  be  harmed  by  labor  legislation  throu^  comparative  analysis  of  industrialized 
country  labor  codes. 

The  differences  in  labor  rights  regimes  across  countries  creates  different  market 
imperfections.  If  labor  codes  are  not  made  uniform,  the  dilTerences  in  worker  rights 
can  become  a  market  imperfection  that  companies  can  exploit. 

MULTINATIONAL  CORPORATIONS  AND  WORKER  RIGHTS 

American  workers  are  concerned  with  international  labor  rights  because  of  the 

gressure  on  American  wages  that  competition  with  low-wage  producers  can  have, 
ut  American  workers  are  also  concerned  with  international  worker  rights  because 
of  the  mobility  of  capital.  American  workers  who  must  bid  for  jobs  against  workers 
who  have  fewer  worker  rights  also  feel  competition. 

The  opening  of  world  markets  is  growing  faster  than  size  of  the  world  market. 
In  the  1970s  and  19803  international  trade  grew  about  twice  as  fast  as  world  de- 
mand. Foreign  direct  investment  grew  almost  three  and  a  half  times  as  fast  as 
world  demand.  And  much  of  the  increase  in  trade  was  within  industry  trade  (Pres- 
ton and  Windsor,  1992).  The  increase  in  within-industry  trade  is  the  result  of  in- 
creased foreign  direct  investment.  Multinational  firms  clearly  are  driven  by  the 
search  to  exploit  market  imperfections. 

Table  4  shows  the  annual  growth  rate  of  manufacturing  imports  from  U.S.  multi- 
nationals operating  in  Latin  America  and  non-Japan  Asia.  This  gives  an  indication 
of  the  competition  that  American  manufacturing  workers  felt  from  those  low-wage 
areas  resulting  from  the  mobility  of  international  capital. 

Table  4 — ^Annual  Growth  Rate  in  U.S.  Imports  from  Manufacturing,  Non-bank  U.S.  Foreign 

Affiliates  1983-1989 


PetMut 


Latin  America 

Asia  (Other  than  Japan) 

9.0 

14.4 

18.5 

14,1 

13.1 

0.7 

41.4 

NA 

8.9 

NA 

69.8 

12.2 

NA 

3.4 

2.1 

NA 

3.8 

NA 

13.8 

40.2 

NA 

39.1 

11.4 

3.8 

NA 

5.5 

8.4 

NA 

19.6 

41.4 

46.5 

NA 

NA 

97.3 

NA 

—20.6 

NA 

51.3 

10.9 

30.8 

60.5 

NA 

All  industries  

Manufacturing  

Food  and  kindred  products  

Gram  mill  and  bakery  products 
Ctiemicals  and  allied  products 
Soap,  cleaners,  &  toilet  goods  . 

Chemical  products,  nee     

Primary  and  fabricated  metals 

Ferrous  

Machinery,  except  electrical  

Computer  &  office  equipment  . 
Electric  &  electronic  equipment 

Electronic  components  

Tobacco  products 

Textile  products  and  appare  .... 
Lumber  and  furniture 

Paper  and  allied  products  

Printing  and  publishing  

Rubber  products  

Stone,  clay,  and  related  prod  .. 
Instruments  and  related  prod  .. 
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Table  4 — Annual  Growth  Rate  In  U.S.  Imports  from  Manufacturing,  Non  bank  U.S.  Foreign 

Affiliates  1983-1989— Continued 


Peranl 

Latin  America 

Asia  (Othtr  than  Japan) 

other  

7.2 

NA 

Source:    US    0«pt    ot  Commercs,   BEA,   US    Direct   Investment  Abroad,    1989   Benclimark  Survey,  Preliminary  Results   110  (BE-SO) 
ynpubllslied  data  on  computer  diskette  (November,  1991) 

Calculationt:  William  Sprigjs  and  Tliea  Lee,  Economic  Policy  Institute. 

If  worker  rights  are  not  emphasized  more  in  American  trade  policy,  then  given 
current  trends,  American  workers  will  continue  to  face  growing  pressures  to  limit 
their  own  rights.  Domestic  labor  policy  debates  will  continue  to  be  dominated  by 
concerns  that  American  worker  rights  will  make  American  companies  less  competi- 
tive. Just  as  market  forces  will  tend  to  level  international  wage  differences,  bringing 
those  with  higher  wages  down  (Leamer,  1992);  so  will  political  forces  act  to  lower 
worker  rights  standards.  But  such  a  direction  is  not  in  tne  interest  of  world  democ- 
racy; and  the  resulting  low  wages  will  not  support  sustained  economic  growth. 
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Senator  Kerry.  Mr.  Housman. 

STATEMENT  OF  ROBERT  F.  HOUSMAN,  STAFF  ATTORNEY  AND 
TRADE  SPECIALIST,  THE  CENTER  FOR  INTERNATIONAL  EN- 
VIRONMENTAL LAW 

Mr.  Housman.  Thank  you  Senator  Kerry  and  Senator  Hollings. 
My  testimony  today  will  focus  on  the  interrelationship  between 
U.S.  economic  and  environmental  interests,  particularly  in  the 
trade  arena.  I  am  going  to  discuss  the  GATT  and  the  Uruguay 
Round,  the  NAFTA,  and  the  supplemental  agreement  on  the  envi- 
ronment, and  finally  the  U.S.  environmental  technology  industry. 

As  the  United  States  tries  to  wake  itself  up  out  of  a  sleeping  re- 
cessionary economy  and  move  into  a  period  of  growth,  it  is  some- 
what obvious  that  trade  and  investment — international  trade  and 
investment — will  play  a  major  role.  The  GATT  was  created  in  1947 
at  a  time  when  a  factory  spewing  out  toxic  fumes  was  viewed  as 
a  positive,  good — it  was  something  to  be  sought  after.  It  was  not 
an  environmental  indicator  of  harm. 

Unfortunately,  as  you  know,  we  have  come  to  realize  over  time 
that  there  are  a  series  of  environmental  concerns  that  need  to  be 
addressed,  and  we  have  developed  a  fairly  sophisticated  regulatory 
system  in  the  United  States  to  do  so.  The  down  side  is  that  the 
GATT  has  not  kept  up  with  us.  The  GATT  has  failed  to  evolve  in 
any  way,  shape,  or  form  to  take  into  account  these  environmental 
considerations.  And  the  problems  with  the  underlying  GATT  are 
only  exacerbated  by  what  is  called  the  Dunkel  text  of  the  Uruguay 
Round,  particularly  the  standards  provisions  of  the  GATT  and  Uru- 
guay Round  text. 

While  the  environmental  shortcomings  of  the  GATT  and  the  Uru- 
guay Round  text  are  readily  apparent,  I  would  argue  that  the  ef- 
fects of  these  shortcomings  on  U.S.  industrial  international  com- 
petitiveness are  more  insidious  but  nonetheless  substantial.  As  the 
rules  of  free  trade  gain  stringency  and  enforcement  powers,  with- 
out environmental  reform  other  nations  will  become  able  to  bring 
still  greater,  more  economically  coercive  pressure  upon  the  United 
States  to  weaken  our  standards. 

If  we  stand  alone  and  maintain  our  standards,  we  run  the  risk 
of  placing  ourselves  at  a  competitive  disadvantage  vis-a-vis  other 
trading  partners.  However,  if  we  give  in  to  these  pressures,  if  we 
succumb  to  them,  we  then  run  the  risk  of  polluting  our  rivers, 
harming  our  citizens — all  choices  that  I  do  not  think  this  adminis- 
tration, nor  this  body,  the  Congress,  are  willing  to  accept,  let  alone 
whether  the  American  public  is  willing  to  accept  Love  Canal  or 
Three  Mile  Island  all  over  again. 

Also,  this  rush  to  harmonization  that  you  mentioned.  Senator 
Kerry,  also  poses  dangers  for  the  United  States.  Harmonization  is 
a  negotiation,  and  negotiations  means  you  compromise.  The  United 
States  has  basically  the  highest  standards  around  the  globe.  If  we 
are  harmonizing,  if  we  are  compromising  our  standards,  we  are 
going  to  be  giving  up  something  in  the  environmental  arena  poten- 
tially, and  I  think  that  is  of  concern. 

However,  on  the  flip  side,  if  we  stand  alone  here  again  we  run 
the  risk  of  placing  ourselves  at  a  competitive  disadvantage. 
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Senator  Kerry.  Not  just  competitive  but  an  environmental  dis- 
advantage. I  would  think  in  the  sense  that  if  we  stand  alone  with- 
out getting  people  to  agree  to  any  regimen  at  all,  they  continue  to 
do  damage  that  has  irreversible  impact  on  us  also. 

Mr.  HousMAN.  That  is  precisely  the  point.  And  I  think  that  that 
process  is  already  occurring.  I  would  point  to  the  Economic  Council 
of  Europe's  work  in  developing  automobile  emissions  standards. 
The  member  countries  from  Europe  are  seeking  to  develop  stand- 
ards that  are  far  lower  than  the  U.S.  auto  emission  standards. 

The  United  States  here  will  run  several  risks.  One  is  we  har- 
monize downward,  we  join  their  party,  and  our  air  becomes  more 
polluted,  so  does  theirs,  and  we  do  not  have  the  level  of  standard 
of  living  that  we  had  before  in  terms  of  air  quality.  For  example, 
children  develop  lead  poisoning  from  auto  emissions.  On  the  other 
end  of  the  spectrum,  if  we  stand  alone  what  do  we  say  to  the  U.S. 
automakers? 

I  think  that  both  of  these  examples,  the  example  of  harmoni- 
zation and  the  example  of  potential  challenges  to  our  environ- 
mental laws  point  out  the  need  for  the  United  States  to  take  a 
proactive  role  in  the  international  trade  arena  to  develop  a  consen- 
sus for  upward  harmonization,  to  develop  a  consensus  for  inter- 
national environmental  protections  and  domestic  environmental 
protections  that  work  to  our  advantage  competitively  by  leveling 
the  playing  field  at  a  level  that  more  accurately  reflects  the  envi- 
ronmental need  and  is  closer  in  nature  to  the  level  of  protection  we 
have  in  the  United  States.  And  I  think  my  testimony  lays  out  sev- 
eral proposals  to  that  end. 

I  want  to  move  on  to  the  NAFTA  because  it  is  obviously  on 
everybody's  mind.  The  current  negotiations  of  supplemental  labor 
and  environmental  agreements  I  think  provide  an  opportunity  for 
the  United  States  to  advance  not  only  the  competitiveness  of  U.S. 
industries  but  environmental  and  labor  protection  throughout 
North  America.  I  think  this  is  a  vital  opportunity  that  should  not 
be  missed. 

CIEL,  my  organization,  strongly  believes  that  a  North  American 
Commission  on  the  Environment  with  real  powers  to,  among  other 
things,  authorize  a  NAFTA  party  to  bring  trade  measures  to  bear 
on  another  party  that  fails  to  enforce  its  own  environmental  stand- 
ards— and  I  would  add  here  that  there  is  a  parallel  in  the  labor 
area — is  an  important  development.  We  have  looked  at  recent  pop- 
ular press  accounts  of  the  Clinton  administration's  enforcement 
proposal  and  while  as  Ross  Perot  says,  "the  devil  is  in  the  details," 
I  think  this  is  a  heartening  step  forward  by  the  administration  to 
correct  the  flaws  in  what  I  would  call  the  Bush  agreement. 

Recently,  several  Members  of  Congress  have  come  out  arguing  to 
the  administration  that  they  should  not  adopt  higher  standards, 
environmental  protections,  that  include  trade  measures  in  the 
NAFTA  supplemental  agreement. 

I  think  the  failure  to  promote  trade  measures  not  only  would  un- 
dercut our  environmental  protection,  but  also,  given  the  pollution 
haven  argument,  would  harm  U.S.  competitiveness.  A  recent  study 
shows  that  companies  operating  without  environmental  standards 
can  obtain  profit  margins  in  excess  of  200  percent  higher  than  their 
competitors    who    maintain    full    environmental    standards.    These 
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members  that  they  should  rethink  their  position  in  light  of  the  fact 
that  it  is  neither  in  our  environmental  interest  nor  competitiveness 
agreements  to  see  these  agreements  not  go  forward — both  the 
NAFTA  underlying  and  the  supplemental  agreement. 

I  want  to  move  very  quickly  to  the  environmental  technology  in- 
dustry sector  because  I  think  this  is  an  area  that  does  not  get 
enough  attention.  The  envirotech  industrial  sector  is  perhaps  the 
most  striking  example  of  how  the  U.S.  environmental  agenda  com- 
ports with  our  goal  of  increased  competitiveness  internationally. 

Every  newly  enacted  environmental  standard  around  the  world 
provides  a  new  market  for  American  companies  operating  in  this 
vibrant  industrial  sector.  Thus  leveling  the  environmental  playing 
field  upward  to  meet  U.S.  standards  for  trade,  not  only  allows  for 
fairer  competition  it  also  creates  new  arenas  for  competition. 

I  think  here  it  is  important  to  stress  that  there  are  a  tremendous 
number  of  simple  things  that  could  help  this  sector.  I  am  not  talk- 
ing about  broad  based  industrial  policies  of  subsidies  and  picking 
winners.  I  am  talking  about  things  like  providing  standard  indus- 
trial codes  so  we  have  some  markers  of  where  we  stand  and  where 
other  countries  stand.  Currently  there  is  no  standard  industrial 
codes  for  either  environmental  goods  or  environmental  services. 
This  is  ridiculous  and  could  be  corrected  in  short  order,  at  low  cost, 
with  very  little  intrusion  into  the  market,  and  in  complete  compli- 
ance with  all  our  trade  obligations. 

Here,  again,  in  terms  of  how  to  promote  the  envirotech  industrial 
sector,  I  think  my  testimony  lays  out  several  proposals  that  could 
do  just  that. 

Finally  because  the  earlier  panels  have  dealt  so  heavily  upon  the 
structure  of  U.S.  trade  decisionmaking,  and  I  think  it  is  a  very  im- 
portant area,  an  area  that  needs  far  griBater  coordination,  I  would 
refer  the  subcommittee  to  the  testimony  that  I  gave  earlier  this 
year  before  the  House  Merchant  Marine  and  Fisheries  Committee 
which  dealt  specifically  with  methods  of  improving  U.S.  trade  deci- 
sionmaking, particularly  in  the  environmental  area  but  more 
broadly  as  well. 

In  a  recent  report  entitled,  a  "Trade  Policy  for  a  More  Competi- 
tive America,"  the  Trade  Policy  Subcouncil,  the  congressionally 
chartered  Competitiveness  Policy  Council — so  these  are  not  envi- 
ronmental maniacs — stated,  "the  goals  of  freer  trade  and  environ- 
mental protection  can  very  often  be  coexistent  and  mutually  rein- 
forcing." 

I  think  this  statement  is  totally  correct.  In  fact,  I  think  it  is  too 
modest.  I  think  that  in  order  for  us  to  move  forward  we  need  to 
have  mutually  reinforcing  environmental  and  economic  policies.  I 
think  coordination  through  the  NEC  and  through  the  USTR's  of- 
fice, and  greater  cooperation  with  EPA  and  other  agencies  is  an  im- 
portant first  step. 

I  would  also  point  out  that  this  report  recognizes  something  else 
that  I  think  bears  repeating.  We  place  a  lot  of  worth  on  trade  pol- 
icy in  terms  of  competitiveness,  but  this  report  points  out  that 
trade  will  not  alone  guarantee  the  competitiveness  of  the  United 
States.  Much  of  trade's  ability  to  encourage  competitiveness  will  be 
dependent  upon  our  ability  to  integrate  other  policy  goals,  other 
policy  areas  like  the  environment  and  labor  into  our  trade  policy 
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making  so  that  we  develop  an  overall  economic  strategy  that  re- 
flects all  of  our  goals  and  moves  forward  on  all  of  our  agendas. 

I  think  if  we  are  able  to  do  this,  trade  and  the  environment — 
and  trade  and  labor — as  well  gives  us  an  important  opportunity  not 
only  to  reap  substantial  economic  benefits,  but  I  think  also  to  do 
good  things.  This  is  something  we  do  not  often  have  the  chance  to 
do.  We  would  be  foolish  to  squander  the  opportunities  that  are  be- 
fore us  now  in  the  GATT  and  NAFTA  and  in  developing  new  indus- 
trial sectors  as  well. 

Thank  you. 

[The  prepared  statement  of  Mr.  Housman  follows:] 

Prepared  Statement  of  Robert  F.  Housman 

Chairman  Kerry,  members  of  the  Subcommittee,  thank  you  for  the  opportunity  to 
appear  before  you  to  testify  on  issues  affecting  United  States  competitiveness  m  a 
giooal  economy. 

My  name  is  Robert  F.  Housman.  I  am  a  Staff  Attorney  and  Trade  Specialist  with 
the  Center  for  International  Environmental  Law  (CEEL)  and  an  Adjunct  Professor 
of  Law  at  the  American  University's  Washington  College  of  Law. 

The  topic  of  today's  hearing — issues  affecting  United  States  competitiveness  in  a 
global  economy — is  a  most  timely  one.  Consider  that  the  Clinton  Administration  has 
recently  requested  an  extension  of  fast-track  negotiating  authority  to  complete  the 
Uruguay  Round  of  the  General  Agreement  on  Tariffs  and  Trade  (GATT),  and  that 
the  United  States  is  also  involved  in  negotiations  with  our  North  American  Free 
Trade  Agreement  (NAFTA)  partners  to  develop  supplemental  environmental  and 
labor  agreements.  We  are  also  confronted  with  growing  trade  imbalances  with  a 
number  of  our  trading  partners  that  point  to  serious  flaws  in  the  manner  in  which 
we,  the  United  States,  are  doing  business  in  international  markets. 

My  testimony  today  will  focus  on  the  inter-relationship  between  United  States 
economic  and  environmental  interests,  particularly  in  the  trade  arena.  While  my 
comments  focus  on  the  inter-play  between  economic  and  environmental  policies  and 
United  States  competitiveness,  many  of  the  concerns  raised  in  this  context  are  indic- 
ative of  broader  concerns  that  exist  with  regard  to  the  general  competitiveness  of 
the  United  States  internationally.  I  will  discuss  in  turn,  GATT  and  the  text  now 
being  negotiated  in  the  Uruguay  Round,  NAFTA  and  the  supplemental  environ- 
mental agreement,  and  finally  the  development  of  the  United  States  environmental 
technology  (envirotech)  industry. 

Each  of  these  focal  areas — GATT,  NAFTA,  and  the  development  of  the  United 
States  envirotech  industry -ofer  important  opportunities  to  develop  a  model  of 
econonic  development  CIEL  calls  "competitive  sustainability."  F'or  a  coniplete  treat- 
ment of  competitive  sustainability  see  appendix  A  to  this  testimony.  Competitive 
sustainability,  defines  a  mechanism  for  realizing  sustainable  development  tnrou^ 
"upward  harmonization  of  domestic  and  international  environmental,  health  and 
safety  standards,  using  competitive  forces  to  create  a  level  playing  field  for  com- 
merce at  consistently  higher  levels  of  environmental  and  social  protections  that  re- 
ward the  cleanest  and  most  efficient  economic  actors  for  their  efforts.  The  goal  here 
is  not  to  over-burden  economic  activities,  but  to  put  them  to  work  for  the  environ- 
ment, health  and  safety.  By  focusing  economic  activities,  through  incentives  and  dis- 
incentives, in  directions  that  yield  both  economic  and  environmental  benefits,  these 
economic  activities  can  become  engines  to  drive  standards  of  living-broadly  defined 
to  include  economic,  environmental,  social,  and  health  stability  and  security-up- 
wards.  Unfortunately,  the  timeframe  for  acting  on  these  opportunities  is  short.  The 
United  States  must  act  quickly  to  develop  mutually  reinforcing  global  competitive- 
ness policies-read  trade  and  associated  {X)licies-and  environmentalpolicies. 

GATT 

As  the  United  States  seeks  to  wake  its  sleeping  economy  out  of  a  recession  slum- 
ber, international  trade  and  investment  is  an  important  stimulant  for  our  economic 
growth.  In  1991,  by  the  most  conservative  estimates,  global  trade  in  merchandise 
and  services  accounted  for  approximately  $4.38  trillion.  GATT  is  the  principal  in- 
strument of  global  trade  and  thus  ii  presents  a  critical  opportunity  to  advance  not 
only  growth,  out  ultimately  competitive  sustainability. 

GATT  was  created  in  1947,  before  global  environmental  concerns  existed.  In  1947, 
a  factory  smokestack  spewing  toxic  air  emissions  was  a  sign  of  economic  progress 
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not  a  warning  of  ecological  demise.  Since  GATT's  creation^ur  understanding  of  the 
environment  has  increased  markedly.  Unfortunately,  GATT  has  failed  to  evolve  to 
meet  the  environmental  challenges  we  all  now  face.  In  fact,  recent  developments 
within  GATT  have  made  the  agreement  even  more  hostile  to  environmental  con- 
cerns than  the  original  text.  For  example,  recent  GATT  jurisprudence  has  signifi- 
cantly narrowed  the  leeway  the  Contracting  Parties  have  to  adopt  environnaental 
measures  under  the  agreement's  article  20  exceptions.  Similarly,  GATT  jurispru- 
dence also  now  provides  that  a  country  cannot  restrict  the  market  access  a  good  en- 
joys based  upon  the  production  process  methods  used  in  producing  the  good-a  widget 
18  a  widget  regardless  of  how  many  people  might  be  killed  or  poisoned  in  making 
it.  As  environmental  policy  leeway  has  narrowed,  other  GATT  Parties  are  betting 
in  line  to  challenge  American  environmental  protection  laws,  including  our  cor- 
porate average  fuel  economy  (CAFE)  standards,  and  the  "gas  guzzler  tax.  Further- 
more, GATT  decision-making  and  dispute  resolution  fails  to  provide  the  public-the 
most  important  institution  in  environmental  protection-with  democratic 
participatory  rights  in  its  affairs. 

These  concerns  are  exacerbated  by  the  draft  final  Uruguay  Round  text  known  as 
the  "Ehinkel  text."  The  Dunkel  text  would  lock  in  existing  GATT  jurisprudence,  as 
well  as  strengthening  a  number  of  GATT's  standards  provisions  (including  both  san- 
itary and  phytosanitary  (S&P)  and  technical  barriers  to  trade  (TBT)  sections)  that 
could  be  used  to  undercut  many  United  Stales  environmental  protections-protections 
ranging  from  the  Delaney  Clauses  to  export  rules  now  being  discussed  to  preserve 
our  ancient  forests  in  the  Pacific  Northwest.  Additionally,  the  Dunkel  text  would 
strengthen  GATT's  ability  to  coerce  parties  found  in  violation  of  GATT's  rules  to 
change  their  laws  and  practices  to  come  into  compliance  with  these  rules.  The 
Dunkel  text  would  also  create  a  Multilateral  Trade  Organization  (MTO),  with  sub- 
stantial powers  of  its  own  to  encourage  compliance  with  GATT  rules  that  fail  to  take 
environmental  concerns  sufiiciently  into  account.  Finally,  the  Dunkel  Text  does 
nothing  to  address  the  lack  of  democratic  participation  in  international  trade  deci- 
sion-making; its  efforts  to  strengthen  the  insular  and  secretive  GATT  serve  only  to 
further  remove  the  citizens  of  the  GATT  Contracting  Parties  from  making  the  insti- 
tutions of  trade  publicly  accountable. 

While  the  environmental  shortcomings  of  the  Uruguay  Round  are  readily  appar- 
ent, the  effects  of  these  shortcomings  on  United  States  international  competitiveness 
are  more  insidious,  but  nonetheless  substantial.  With  few  exceptions,  the  United 
States  has  served  as  the  world's  leader  in  environmental  protection.  While  our  sys- 
tem is  far  from  perfect,  our  environmental  laws  are  the  most  sophisticated  in  all 
the  world,  and  no  other  nation  can  equal  the  United  States  record  on  enforcing  even 
their  own  less  stringent  environmental  laws.  Over  the  course  of  the  past  twenty- 
five  years  the  United  States  has  repeatedly  resisted  the  pressures  of  other  nations 
to  weaken  our  environmental,  health  and  safety  standards. 

However,  as  the  rules  of  free  trade  gain  stringency  and  enforcement  powers,  with- 
out environmental  reform,  other  nations  will  become  able  to  bring  still  greater,  more 
economically  coercive  pressures  to  bear  on  the  United  States  to  weaken  our  stand- 
ards. If  the  United  States  refuses  to  yield  to  the  call  of  other  nations  to  adopt  lowest 
common  denominator  environmental,  health  or  safety  standards,  our  standards  will 
then  be  exposed  to  the  threat  of  international  trade  challenges.  If  these  challenges 
prove  successful,  the  United  States  will  be  left  with  a  most  untenable  choice,  either 
compromise  the  quality  of  the  environment  and  the  safety  of  its  citizens  or  stand 
alone,  risking  potential  trade  retaliations  and  putting  domestic  industries  at  tre- 
mendous competitive  disadvantages  vis-a-vis  foreign  competitors. 

Moreover,  tne  international  emphasis  on  the  avoidance  of  trade  confiicts  through 
the  development  of  "harmonized"  standards  also  stands  as  a  significant  threat  to 
United  States  economic  and  environmental  interests.  As  nations  rush  forward  in 
pursuit  of  greater  economic  integration  and  trade-driven  growth,  there  is  a  strong 
impetus  to  harmonize  downward  to  lower  international  environmental,  health,  and 
safety  standards.  Unless  the  United  States  agrees  to  compromise  its  protections, 
United  States  industries  will  be  forced  to  compete  against  foreign  industries  that 
fail  to  internalize  their  environmental  costs  and  benefit  from  easier  international 
market  access  for  their  products. 

This  scenario  is  not  mere  conjecture;  this  process  is  already  occurring.  Under  the 
auspices  of  the  Economic  Council  of  Europe,  the  nations  of  Europe  are  negotiating 
international  auto  emission  standards;  standards  that,  as  currently  contemplated, 
would  be  far  less  stringent  than  those  under  United  States  law.  If  the  European 
nations  come  to  agreement  on  these  lower  emissions  standards,  the  United  States 
will  be  faced  with  either  putting  its  automakers  in  a  conipetitive  hole,  or  increasing 
the  environmental,  health  and  safety  risks  that  United  States  citizens  are  exposed 
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to — an  option  that  neither  the  United  States  Congress,  nor  the  American  public,  will 
endorse. 

The  moment  is  at  hand  for  the  United  States  to  exercise  leadership  in  the  inter- 
national trade  and  environment  arena  to  secure  both  its  economic  and  environ- 
mental interests.  First  and  foremost,  the  United  States  must  ensure  that,  at  mini- 
mum, the  Uruguay  Round  does  not  harm  concurrent  United  States  economic  and 
environmental  interests.  Thus,  the  standards  sections  of  the  Uruguay  Round  must 
be  changed  to  provide  greater  protection  to  environmental  standards.  To  achieve 
this  goalthe  Uruguay  Round  should  adopt  the  standards  provisions  of  NAFTA  with 
the  clarifications  requested  by  the  environmental  community.  See  appendix  B.  The 
Uruguay  Round  must  also  ensure  greater  public  participation  and  transparency  in 
GATT  decision-making  and  dispute  resolution. 

Additionally,  the  Uru^ay  Round  must  also  provide  for  a  conunitment  from  the 
GATT  parties  to  immediately  begin  negotiations  to  "green"  GATT.  Existing  negotia- 
tions concerning  the  MTO  and  procedural  changes  to  GATT  should  be  carried  over 
and  presented  in  final  form  as  a  package  with  tne  results  of  the  environmental  ne- 
gotiation for  approval  of  the  Contracting  Parties.  Tying  the  MTO  and  procedural  ne- 
gotiations to  the  environmental  negotiations  ensures  that  three  ends,  each  of  vital 
concern  to  the  United  States,  are  addressed.  First,  significant  Constitutional  and 
public  policy  concerns  have  been  raised*with  regard  to  the  structure  and  powers  of 
the  MTO  as  currently  proposed.  Second,  placing  the  MTO  and  structural  changes 
within  a  second  tied  negotiation  allows  for  a  more  considered  look  at  the  proposed 
changes.  Although,  the  MTO  has  been  "on  the  table"  since  the  beginning  of  the 
Round,  it  was  not  until  the  Dunkel  Text  included  it  in  its  provisions  that  serious 
attention  has  been  paid  to  the  ramifications  of  the  MTO  as  proposed.  After  almost 
seven  years  of  debate,  it  would  be  ill  advised  to  now  hastily  agree  to  the  fundamen- 
tal structural  changes  proposed  just  to  close  the  Round.  Third,  if  properly  conceived, 
the  structural  changes  to  GATT  will  be  vital  to  the  interests  of  the  Contracting  Par- 
ties; placing  them  as  part  of  a  "package  deal"  with  environmental  reform  would  pro- 
vide the  Contracting  Parties  with  the  incentive  to  vigorously  negotiate  these  agree- 
ments without  delay.  To  achieve  the  goal  of  a  speedy  and  successful  end  to  these 
negotiations  the  Uruguay  Round  commitment  from  the  Parties  should  set  forth  a 
series  of  timetables  for  these  parallel  negotiations. 

NAFTA 

The  current  negotiations  on  the  creation  of  supplemental  labor  and  environmental 
agreements  to  NAFTA  also  provide  an  opportunity  for  the  United  States  to  advance 
the  competitiveness  of  American  industries  while  simultaneously  increasing  the  pro- 
tection of  the  North  American  environment.  CIEL  strongly  believes  that  a  North 
American  Commission  on  the  Environment  (NACE)  with  real  powers  to  inter  alia 
authorize  a  NAFTA  party  to  use  trade  sanctions  to  address  another  NAFTA  party's 
failure  to  enforce  its  domestic  environmental  laws,  advances  both  our  economic  and 
environmental  interests.  While  we  have  yet  to  see  the  details  of  the  Clinton  Admin- 
istration's proposal,  we  are  heartened  by  press  accounts  discussing  the  proposal's  re- 
liance on  such  trade  measures  as  an  environmental  enforcement  tool.  We  look  for- 
ward to  working  with  the  Administration  in  further  developing  its  proposal. 

Recently,  certain  members  of  the  Congress  have  called  upon  the  Clinton  Adminis- 
tration to  refrain  from  allowing  trade  measures  to  be  used  to  address  lax  environ- 
mental enforcement  in  a  NAFTA  supplemental  accord.  It  is  our  strong  hope  that 
these  members  take  a  close  look  at  the  Administration's  enforcement  proposals  and 
judge  them  on  their  efficacy  at  promoting  the  environmental  and  economic  interests 
of  the  United  States.  In  judging  these  proposals  we  feel  it  is  imperative  to  bear  in 
mind  several  critical  facts.  First,  absent  some  mechanism  to  encourage  all  NAFTA 
parties  to  enforce  their  environmental  laws,  it  is  likely  that  imbalances  in  environ- 
mental enforcement  will  continue,  if  not  worsen  in  certain  instances.  These  imbal- 
ances will  seriously  hinder  the  ability  of  law-abiding  American  companies  to  com- 
pete with  foreign  competitors  acting  with  disregard  for  both  the  environment  and 
the  rule  of  law.  Second  as  discussed  in  greater  detail  below,  strong  enforcement  of 
environmental  laws  increases  the  market  for  United  States  envirotech  products  and 
services,  one  of  the  most  promising  sectors  of  the  United  States  economy.  Third,  ab- 
sent changes  in  the  enforcement  policies  of  the  NAFTA  parties,  increased  NAFTA- 
driven  growth  is  likely  to  come  at  the  expense  of  human  health  and  safety,  and  the 
integrity  of  our  environment.  These  real  costs  can  be  measured  in  the  quality  of  our 
air,  water,  land  and  health,  particularly  in  the  United  States-Mexico  border  region. 

Opponents  of  strong  NAFTA  supplemental  agreements  argue  that  these  agree- 
ments come  at  the  risk  of  over-burdening  the  underlying  NAFTA  to  the  extent  that 
it  may  collapse.  While  this  concern  is  a  valid  one,  we  believe  that  the  United  States 
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negotiators,  under  the  skilled  guidance  of  Ambassadors  Kantor  and  Yerxa,  Adminis- 
trator Browner,  and  the  other  agencies  involved,  have  the  experience  and  expertise 
to  avoid  this  fate  for  NAFTA.  Moreover,  we  have  faith  in  our  Mexican  and  Canadian 

Partners,  that  having  seen  the  benefits  that  will  accrue  to  them  not  only  from 
fAFTA,  but  from  strong  environmental  and  labor  agreements  as  well,  they  will  also 
ensure  that  NAFTA  and  the  supplemental  agreements  will  be  implemented. 

A  successful  NAFTA  will  serve  as  a  mooel  for  the  integration  of  environmental 
concerns  into  international  trade  policy — an  integration  that  will  advance  both  envi- 
ronmental protection  and  the  competitiveness  ofUnited  States  industries  which  al- 
ready compete  under  the  most  demanding  environmental  regulatory  regime  exist- 
ing. This  assumes  that  the  final  NAFTA  package  provides  lor  an  effective  NACE 
with  real  pwwers  to  encourage  each  party  to  enforce  its  domestic  laws,  grants  the 
public  democratic  rights  in  trade  and  environment  decision-makingand  dispute  res- 
olution, provides  a  secure  and  adequate  source  of  funding  for  NAtTA  related  envi- 
ronmental programs  and  projects,  clarifies  the  ambiguities  in  the  standards  sec- 
tions, ensures  that  polluters  bear  the  costs  of  their  environmentally  degrading  ac- 
tions, and  provides  greater  protection  to  international  environmental  agreements.  A 
truly  environmentally  sound  NAFTA  will  be  the  benchmark  for  all  future  trade 
agreements.  This  is  an  opportunity  that  we  cannot  allow  ourselves  to  squander. 

ENVIROTECH 

The  envirotech  industrial  sector  is,  perhaps,  the  most  striking  example  of  how  the 
United  States'  environmental  agenda  comports  with  our  goal  of  increased  United 
States  international  competitiveness.  Every  newly  enacted  environmental  standard 
around  the  world  provides  a  new  market  for  American  companies  operating  in  this 
vibrant  industrial  sector.  Thus,  levelling  the  environmental  playing  field  upward  to 
meet  United  States  standards  for  trade  not  only  allows  for  more  fair  competition 
it  also  creates  new  arenas  for  competition. 

Unfortunately,  the  United  States  envirotech  market  share  is  eroding,  in  large 
measure  because  other  countries,  particularly  Germany  and  Japan,  who  have  indus- 
trial policies,  have  identified  this  sector  as  promising,  and  are  actively  promoting 
their  domestic  industries.  The  United  States  can  work  to  regain  its  market  share 
first  by  promoting  the  development  of  environmental  standards  that  are  as  strin- 
gent as  its  own  in  every  fora  and  at  every  opportunity.  In  addition  the  simple  step 
of  providing  Standard  Industrial  Codes  for  envirotech  products  and  services  will  also 
assist  the  United  States  in  gauging  and  enhancing  its  competitiveness  in  this  sector. 
Finally,  the  United  States  can  assist  both  environmental  protection  and  the  growth 
of  this  industrial  sector  through  cooperative  programs,  sucn  as  those  being  advanced 
by  Congressman  Gerry  Studds,  designed  to  make  United  States  expertise,  tech- 
nologies and  services  more  readily  available  on  global  markets. 

******* 

In  a  recent  report  entitled  "A  Trade  Policy  For  a  More  Competitive  America,"  the 
Trade  Policy  Subcouncil  of  the  Congressionally  chartered  Competitiveness  Policy 
Council  stated  "[t]he  goals  of  freer  trade  and  environmental  protection  can  very 
often  be  coexistent  ana  mutually  reinforcing."  This  statement  is  entirely  correct,  but 
it  is  all  too  modest.  The  goals  of  increased  united  States  competitiveness  and  envi- 
ronmental protection  can  very  often  be  coexistent;  in  order  to  secure  the  future  of 
both  United  States  economic  and  environmental  interests  these  policies  must,  wher- 
ever possible,  be  consciously  designed  b^  Congress  and  the  Administration  to  be  mu- 
tually supportive.  In  its  recommendations  the  Trade  Policy  Subcouncil  advocated 
"the  United  States  adopt  a  more  constructive  and  progressive  stance  on  the  intersec- 
tion between  trade  and  the  environment  in  international  fora  and  aggressively  work 
to  see  that  our  trading  partners  do  so  as  well,  particularly  in  a  post-Uruguay  Round 
multilateral  trade  negotiation."  Similarly,  the  Environmental  Protection  Agency's 
Trade  and  Environment  Committee  of  the  National  Advisory  Council  on  Environ- 
mental Policy  and  Technology  has  for  some  time  now  emphasized  the  "positive  syn- 
ergy" between  trade  and  environment  concerns:  trade  can  advance  environmental 
protection  and  environmental  protection  can  open  new  markets  for  trade.  Advice  as 
sound  as  this  should  not  be  overlooked. 

The  first  step  in  this  endeavor  is  the  creation  domestically  of  a  culture  of  coopera- 
tion between  advocates  of  increased  competitiveness  and  free  trade  and  advocates 
of  environmental  protection.  Both  sides  must  come  to  recognize  that  they  are  more 
compatriots  than  opponents.  They  must  then  work  together  to  craft  a  United  States 
agenda  that  raises  tne  real  standard  of  living  of  all  Americans.  The  standard  of  liv- 
ing I  refer  to  here  refiects  not  only  the  abilitv  to  have  a  job  and  to  support  one's 
family,  but  also  to  be  safe  in  the  knowledge  that  the  food  on  our  tables,  the  water 
we  drink  and  the  air  we  breath  are  safe  and  clean.  We  must  then  take  this  agenda 
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to  the  world;  through  international  and  regional  trade  agreements,  technology  co- 
operation, educational  efTorts,  and  the  development  of  environmental  standards  as 
floors  and  not  ceilings  we  can  forge  an  economic  development  model  that  is  environ- 
mentally sustainable.  Such  a  model  would  clearly  benefit  the  United  States  and  our 
trading  partners. 

The  interplay  between  United  States  competitiveness  and  environmental  protec- 
tion offers  this  country  the  unique  opportunity  to  reap  huge  economic  benefits,  while 
simultaneously  advancing  the  critical  goal  of  global  environmental,  health,  and  safe- 
ty protection.  Thank  you. 


[Appendix  A — "Making  Trade  and  Environmental  Policies  Mutually  Reinforcing: 
Forging  Competitive  Sustainability,"  by  Robert  F.  Housman  and  Durwood  J.  Zaelke 
may  be  found  in  the  committee  files.] 


letter  from  defenders  of  wildlife,  center  for  international  environmental 
law  (ciel),  friends  of  the  earth,  sierra  club,  public  citizen,  the  humane  so- 
ciety of  the  united  states,  humane  society  international,  institute  for  ag- 
riculture and  trade  policy,  center  for  rural  affairs,  national  family 
farm  coalition,  earth  island  institute,  marine  mammal  fund,  animal  pro- 
tection institute,  rainforest  action  network,  whale  and  dolphin  conserva- 
tion society,  performing  animal  welfare  society  (paws),  the  fund  for  ani- 
mals, environmental  investigation  society,  environmental  solutions  inter- 
national, international  primate  protection  league,  n.y.  public  interest  re- 
search group,  inc.,  community  nutrition  institute,  national  toxics  cam- 
paign fund,  north  america  project,  world  policy  institute,  and 
greenpeace,  u.s. 

March  4,  1993. 

The  Hon.  MiCKEY  KanTOR, 
U.S.  Trade  Representative, 
Washington,  DC    20506 

Dear  Ambassador  KaNTOR:  As  we  all  acknowledged  on  February  23,  1993,  during 
a  meeting  with  you,  a  number  of  environmental,  conservation,  health,  and  safety 
problems  remain  in  the  present  NAFTA.  We,  the  undersigned,  hope  that  this  letter 
clarifies  the  position  of  our  groups  with  respect  to  the  President  Clinton's  NAFTA 

Sackage.  Successful  resolution  of  these  problems  would  not  only  promote  sustainable 
emispheric  trade,  but  would  also  send  a  clear  message  to  the  Uruguay  Round  nego- 
tiators in  Geneva.  While  all  the  groups  signed  to  this  letter  acknowledge  tne 
NAFTA  problems  identified,  individual  groups  reserve  the  right  to  ofTer  varying  so- 
lutions to  these  problems. 

First  and  foremost,  we  support  the  President's  call  for  an  "environmental"  supple- 
mental agreement  that  will  establish  a  strong  North  American  Conamission  on  the 
Environment  (NACE).  However,  such  a  supplemental  agreement  -must  clarify  var- 
ious other  provisions  of  the  existing  NAFTA.  In  our  opinion,  these  elements  of  a 
supplemental  agreement  should  be  in  the  form  of  a  protocol,  legally  binding  upon 
any  party  to  NAFTA,  and  of  equal  stature  to  NAFTA.  Some  groups  have  arafted 
protocol  language  for  the  NACE  and  are  presently  drafting  simnar  language  for  the 
protocol's  other  provisions  that  will  be  forwarded  to  you  shortly. 

enforcenent 

Trade  should  not  be  based  on  weak  enforcement  of  established  standards.  En- 
forcement is  a  crucial  issue.  We  should  not  subject  U.S.  citizens  to  economic,  health, 
safety,  or  environmental  injury  as  a  result  of  weak  enforcement  of  standards  else- 
where. Nor  should  our  NAFTA  partners  be  harmed  by  a  failure  of  U.S.  enforcement. 
Sanctions,  including  both  trade  and  non-trade  measures,  must  be  available  to  en- 
sure compliance.  Recognizing  that  sovereignty  concerns  exist,  we  propose  that  a  tri- 
lateral mechanism,  the  North  American  Commission  on  the  Environment  (NACE), 
as  discussed  below,  be  established  with  sufficient  powers  to  ensure  adequate  en- 
forcement of  existing  and  future  laws. 

NAFTA  ENVIRONMENTAL  OMISSIONS  AND  AMBIGUITIES 

We  recognize  the  President's  desire  not  to  reopen  the  NAFTA  text.  Yet,  there  are 
provisions  in  the  present  text  that  are  either  contradictory  or  unclear,  and  work  to 
the  detriment  of  environmental,  conservation,  health,  and  safety  protection.  The 
Bush  NAFTA  also  completely  fails  to  address  several  important  concerns.  Therefore, 
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the  topics  listed  below  are  areas  where  a  NAFTA  protocol  must  rectify  present 
NAFTA  omissions  or  ambiguities. 

Environmental  Remediation 

Despite  the  fact  that  the  several  border  agreements  between  the  NAFTA  parties 
have  Deen  considered  separate  from  the  present  NAFTA  we  do  not  believe  that 
NAFTA  should  go  forward  until  enforceable  commitments  have  been  made  to  clean 
up  the  border  regions.  Estimates  for  the  U.S. -Mexico  border  clean-up  range  from  $ 
5  to  15  billion.  The  U.S. -Canada  border  also  suffers  from  trade  induced  problems. 

Funding 

A  secure  source  of  funding  for  proper  infrastructure  development,  environmental 
enforcement,  increased  investigation,  and  clean-up  for  all  NAFTA-related  environ- 
mental programs  is  vital.  Because  national  appropriations  processes  do  not  provide 
a  secure  source  of  funding,  we  believe  that  designated  funding  sources,  based  on 
fairness  and  the  "polluter  pays"  principle,  must  be  developed  as  a  prereguisite  to 
implementation  of  NAFTA. 

Ideas  that  deserve  attention  include:  a)  "snap-back"  tariffs  applied  to  sectors  with 
lax  enforcement  of  existing  standards;  b)  a  small  transaction  lee  on  all  goods  and 
services  that  could  be  phased  out  over  a  specified  number  of  years;  c)  a  directed 
"green"  fee;  d)  an  environmental  countervailing  duty  on  economic  activity  that  is  en- 
vironmentally unsusustainable  or  below  standard;  e)  "earmarked"  tariffs,  which 
could  be  phased  out  during  the  first  10-15  years  of  NAFTA;  and  0  development  of 
a  "green  investment  bank,'  which  could  utilize  established  trust  funds  to  leverage 
additional  money  through  bond  proposals.  Regardless  of  which  funding  scheme{s)  is 
eventually  utilized,  we  believe  it  is  imperative  to  channel  such  funds  back  into  envi- 
ronmental infrastructure  improvements,  enforcement,  border  inspection,  worker 
transition  programs,  certain  farmer  support  programs,  and  funding  of  the  NACE  it- 
self. 

Public  Participation  and  Transparency 

Public  accountability  of  governing  bodies  is  an  essential  element  of  environmental 
protection  and  democratic  governance.  Accountability  includes  the  rights  of  notice, 
comment,  the  opportunity  to  participate,  the  ability  to  bring  complaints,  and  access 
to  decision-making  processes.  For  the  NAFTA  package  to  address  these  serious  con- 
cerns, the  process  of  crafting  this  protocol  must  provide  public  accountability  and 
the  protocol  itself  must  ensure  accountability  in  tne  administration  and  implemen- 
tation of  the  NAFTA  package. 

The  current  NAFTA  dispute  panel  provisions  completely  fail  to  provide  citizens 
from  the  NAFTA  countries  with  the  means  to  obtain  information  from,  and  partici- 
pate in,  resolution  of  trade  disputes  concerning  environmental,  conservation,  health, 
and  safety  matters.  The  protocol  must  provide  the  public  with  participatory  rights 
in  whatever  forum  ultimately  resolves  trade/environment  disputes  under  NAFTA. 
Furthermore,  the  NAFTA  package  must  ensure  that  the  public  can  participate 
meaningfully  in  the  remaining  negotiations  of  NAFTA.  Prior  NAFTA  negotiations 
failed  to  provide  the  public  witn  sufficient  participatory  rights,  resulting  in  the  defi- 
ciencies outlined  in  this  letter.  The  upcoming  negotiations  of  the  NAFTA  supple- 
mental agreements  provide  an  ideal  opportunity  toe  at  least  in  part,  rectify 
NAFTA's  Tailure  to  embrace  democratic  principles. 

International  and  Domestic  Production^! Process  (PPM)  Standards 

Trade  law  must  recognize  that  how  a  product  is  produced  is  as  important  as  the 
quality  of  the  product  itself.  Only  by  recognizing  process-based  traae  restrictions 
will  governments  retain  their  ability  to  keep  high  domestic  standards  without  plac- 
ing domestic  producers  at  a  competitive  disadvantage.  Although  Article  XX  of  the 
General  Agreement  on  Tariffs  and  Trade  (GATT)  provides  for  health  and  natural 
resource-  conservation  exceptions,  these  provisions  nave  been  constricted  by  recent 
GATT  panel  decisions.  Without  explicit  clarification,  NAFTA  will  repeat  the  mistake 
of  GATT  panels  and  the  Dunkel  draft  by  incorporating  unacceptable  provisions  or 
interpretations  of  GATT  (e.g..  Article  103,  NAFTA).  For  example,  laws  that  would 
restrict  the  import  of  products  made  with  CFCs,  timber  produced  in  an 
unsustainable  fashion,  or  the  inhumane  treatment  of  animals  could  be  subject  to 
challenge  under  NAFTA. 

The  infamous  tuna/dolphin  dispute  highlights  the  political  difficulties  that  can  be 
involved  in  a  dispute,  concerning  production  process  issues.  In  the  tuna/dolphin 
case,  a  GATT  panel  held  that  harvesting  methods  were  not  a  GATT-legitimate  basis 
for  distinguishing  between,  and  placing  import  restrictions  on,  dolphin  deadly  tuna. 
After  considerable  political  negotiation,  Mexico  agreed  to  join  the  U.S.  in  a  global 
moratorium  on  the  setting  of  nets  on  dolphin  and  to  use  the  moratorium  as  a  basis 
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for  prohibiting  imports  of  dolphin  deadly  tuna.  To  date,  Mexico  and  the  U.S.  have 
failed  to  enter  into  a  global  moratorium.  The  failure  of  such  agreement  to  be  effec- 
tively implemented  serves  to  underscore  the  necessity  for  specific  text  within  the 
context  of  the  NAFTA  package  setting  forth  the  right  of  NAFTA  parties  to  set 
standards  and  distinguish  between  products  on  the  basis  ofproduction  methods.  As 
part  of  the  NAFTA  package,  we  believe  that  relevant  NAFTA  parties  should  also 
be  required  to  enter  into  and  enact  the  global  moratorium. 

Standards 

A  formal  trading  relationship  between  countries  with  significantly  different  envi- 
ronmental standards  possesses  predictable  tensions.  On  the  one  hand,  a  country 
with  high  standards  diaes  not  want  its  environmental  duality  or  economic  competi- 
tiveness to  suffer  as  a  result  of  weak  (or  non-existent)  standards  elsewhere.  On  the 
other  hand,  a  country  with  lower  standards  does  not  want  its  sovereignty  infringed 
upon  by  other  countries.  No  NAFTA  party's  environmental,  health,  or  safety  stand- 
ards should  be  weakened  by  NAFTA,  and  the  NAFTA  package  should  encourage, 
rather  than  inhibit,  the  ability  of  any  NAFTA  party  to  raise  standards.  See  H.  Cong. 
Res.  246  (Waxman-Gephardt);  Trade  Act  of  1974,  as  amended,  19  U.S.C.  Section 
2504.  In  addition,  the  protocol  must  protect  the  full  jurisdictional  range  of  each  par- 
ty's domestic  standard  setting  ability,  such  as  proposals  to  prevent  the  export  of  do- 
mestically prohibited  or  restricted  products  (e^.,  pesticides). 

We  believe  the  difficulty  in  reconciling  difierences  in  standards  can  be  resolved 
in  a  manner  consistent  with  the  fundamental  principles  of  international  trade; 
namely,  the  test  for  environmental,  conservation,  health,  and  safety  standards 
should  be  the  same  as  for  other  NAFTA  provisions — national  treatment  and  non- 
discrimination. NAFTA's  standards  provisions  must  not  provide  a  mechanism  to 
challenge  another  country's  chosen  level  of  environmental,  conservation,  health,  or 
safety-protection,  nor  the  means  chosen  to  achieve  such  protection  if  the  means  is 
facially  non-discriminatory  in  intent. 

NAFTA's  two  chapters  specifically  covering  standards,  Sanitary  and 
Phytosanitary  standards  (SPS)  and  Technical  Barriers  to  Trade  (TBT),  contain  am- 
biguous and  contradictory  language,  and  may  be  interpreted  to  encourage  harmoni- 
zation towards  generally  lower  international  norms.  The  current  TBT  and  SPS  texts 
set  up  numerous  committees  with  broad  policy  jurisdiction,  and  establish  detailed 
procedures  for  "conformity  assessment"  and  other  harmonization  mechanisms.  We 
Delieve  that  standard-setting  is  a  matter  for  local,  state,  and  national  democratic 
bodies,  and  should  be  subject  to  trade  disciplines  only  when  there  exists  a  discrimi- 
natory intent.  To  the  extent  that  such  committees  and  standard-setting  procedures 
will  exist  in  NAFTA,  the  SPS  and  TBT  texts  must  be  supplemented  and  clarified 
to  ensure  openness,  mechanisms  for  public  participation  ana  oversight,  and  partici- 
pation of  environmental,  health,  and  safety  experts. 

The  protocol  must  also  assure  that  the  role  of  "science"  as  a  necessary  basis  for 
standards-setting  is  not  an  absolute  prerequisite  to  the  adoption  and  implementa- 
tion-of  standards.  Standards  based,  for  instance,  on  the  precautionary  principle  or 
on  consumer  preference  must  be  allowed,  so  long  as  their  intent  is  transparent  and 
facially  non-discriminatory.  Similarly,  standards  not  based  on  risk  assessment,  like 
referendums  and  "zero-risk"  standards,  must  not  be  challengeable  by  NAFTA.  The 
NAFTA  package  must  also  make  clear  the  ability  of  countries  to  maintain  more 
than  one  level  of  acceptable  risk.  Further,  the  role  of  international  standard-setting 
bodies  must  be  only  advisory. 

In  addition,  the  NAFTA  standards  sections  threaten  to  expose  legitimate  environ- 
mental, conservation,  health,  and  safety  protections  to  attack  as  trade  barriers  on 
the  basis  of  how  a  particular  level  of  protection  is  implemented.  The  protocol,  there- 
fore, must  clarify  that  a  non-discriminatory  measure  will  not  be  neld  to  violate 
NAFTA  because  some  less  NAFTA-inconsistent  measure  may  conceptually  exist,  a 
measure  has  extrajurisdictional  implications,  or  is  based  on  process,  aistinctions. 

Finally,  the  protections  afforded  by  the-wide  range  of  standards  applicable  in  the 
NAFTA  parties  can  only  be  as  strong  as  the  commitment  of  the  NAFTA  countries 
to  effectively  monitor,  Inspect,  and  enforce  these  standards.  For  example,  with  the 
Increased  movement  of  products  expected  from  NAFTA,  the  U.S.  will  need  to  imple- 
ment new  inspection  mechanisms  to  ensure  that  meat  and  livestock  imported  from 
Mexico  and  Canada  meet  all  applicable  U.S.  standards. 

Impact  on  Stale  and  Local  Laws 

Because  states  and  localities  are  not  parties  to  NAFTA,  they  cannot  directly  de- 
fend their  standards  under  Chapter  7  or  9.  Although  the  federal  government  is  al- 
lowed to  set  standards  it  deems  "appropriate,"  states  and  localities  do  not  explicitly 
possess  this  right,  and  are  thus  dependent  upon  the  federal  government  for  defense. 
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Furthermore,  NAFTA  Article  105  states  all  parties  "shall  ensure  that  all  necessary 
measures  are  taken  that  in  order  to  give  efiect  to  the  provisions  of  this  agreement 
*  *  *  by  state  and  local  governments."  This  situation  will  have  a  chilling  effect 
upon  progressive  sub-federal  legislation  that  often  drives  effective  federal  action. 
Tnus,  the  NAFTApackage  must  provide  sub-federal  governments  standing  and  a 
major  role  in  NAFTA  disputes.  It  must  also  assure  the  ability  of  sub-federal  govern- 
ments to  establish  initiatives  that  exceed  federal  and  international  standards. 

Investment 

Although  Article  1114  of  the  existing  NAFTA  recognizes  "that  it  is  inappropriate 
to  encourage  investment  by  relaxing  domestic  health,  safety  or  environmental  meas- 
ures," it  does  nothing  to  actually  prevent  such  an  occurrence.  No  NAFTA  country 
should  become  a  '"pollution  haven  for  unscrupulous  investors,  American  or  other- 
wise. The  United  States,  for  example,  freauently  applies  limitations  to  investment, 
domestically  and  abroad,  for  important  political  and  national  security  reasons;  that 
definition  must  now  be  broadened  to  include  ecological  security.  The  NAFTA  pack- 
age must  provide  a  means,  including  for  instance  offsetting  tariffs  to  make  "pollut- 
ers pay,"  so  that  environmental,  health,  and  safety  costs  are  fully  internalized. 
Moreover,  NAFTA's  investment  provisions  should  permit  access  to  dispute  settle- 
ment as  a  means  of  preventing  environmentally  damaging  investment. 

International  Agreements 

At  present,  only  three  multilateral  environmental  agreements  are  given  some  lim- 
ited measure  of  protection  under  NAFTA:  CITES,  the  Montreal  Protocol,  and  the 
Basel  Convention.  The  Bush  Administration's  defense  to  this  limitation  was  that 
only  these  three  agreements-possess  direct  trade  implications.  Not  only  is  this  asser- 
tion false,  but  the  logic  behind  the  argument  is  also  needlessly  narrow.  We  strongly 
believe  that  all  NAFTA  parties  must  possess  the  ability  to  implement  and  enforce 
any  international  agreement  by  imposmg  trade  restrictions,  if  such  restrictions  are 
an  effective  way  to  secure  complete  compliance  with  the  agreement  in  question. 
Therefore,  we  believe  all  present  and  future  international  environmental,  health, 
safety,  animal  welfare  or  conservation  agreements,  to  which  any  NAFTA  party  is 
a  signatory,  should  be  referenced  in  the  protocol  and  added  to  Article  104. 

Energy 

Rules  of  energy  trade  among  NAFTA  parties  must  respond  to  the  pressing  ecologi- 
cal imperative  of  global  warming  by  assuring  the  stabilization  of  greenhouse  gas 
emissions  and  the  reduction  of  CO2  emissions.  For  both  Canada  and  the  U.S.,  sub- 
stantial reductions  of  the  energy  intensity  of  these  economies  is  also  required.  It  is 
critical  that  the  protocol  make  these  goals  explicit.  As  currently  written,  Chapter 
6  of  NAFTA  and  its  precursor  in  the  U.S.  -Canadian  FTA  fundamentally  undermine 
these  objectives.  Particularly  problematic  are  those  provisions  of  NAFTA  that  pro- 
vide for  proportional  access,  as  well  as  the  subsidization  of  oil  and  gas  projects. 

Thus,  the  protocol  must  secure  the  right  of  all  NAFTA  parties  to  restrict  the  ex- 
port of  energy  and  energy  resources  to  abate  global  climate  change  and  achieve 
other  environmental  objectives.  The  protocol  must  also  protect  least-cost  energy  pro- 
grams, like  subsidies  to  encourage  conservation  and  renewables,  from  trade  chal- 
lenges. In  addition,  the  protocol  should  include  specific  provisions  to  encourage  the 
transfer  of  appropriate  energy  efficient  technology  and  to  ensure  that  full  environ- 
mental impact  assessments  are  undertaken  for  all  major  energy  projects. 

Agriculture 

NAFTA,  as  written,  threatens  the  survival  of  family  farmers  who  have  the  most 
experience  and  potential  to  be  good  stewards  of  the  land.  If  agricultural  production 
is  to  be  put  on  a  sustainable  looting,  (e.g.  decreased  production  on  marginal  land 
and  the  use  of  fewer  chemicals),  then  environmental  and  social  costs  must  be  inter- 
nalized. This  will  not  happen  if  family  fanners  have  to  compete  with  cheaper  im- 
ports produced  in  less  sustainable  ways. 

NAFTA  must  preserve  the  capacity  to  employ  supply  management  as  a  policytool 
to  promote  sustainability.  This  capacity  has  been  seriously  undermined  by  NAFTA's 
tariffication  of  quantitative  import  controls,  including  Section  22  of  the  Agricultural 
Adjustment  Act  and  the  Meat  Import  Act.  We  therefore  propose  that  the 
tariffication  provision  be  altered  through  the  supplemental  agreement  to  allow  for 
import  controls  on  supply  managed  crops  and  to  create  the  possibility  for  the  future 
supply  management  of  crops  not  currently  in  the  program. 

Conservation  Issues 

The  NAFTA  package  must  not  allow  or  encourage  natural  resources  such  as 
water,  forests,  and  the  diversity  of  species  to  be  unsustainably  consumed  or  harmed. 
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If  countries  are  to  develop  and  implement  sustainable  natural  resource  management 

grograms,  they  must  possess  unlettered  authority  to  regulate  resource  extraction. 
if  critical  importance  is  the  power  to  determine  whether,  and  under  what  terms, 
a  NAFTA  party's  resources  may  be  exploited  for  export  mariiets.  Under  NAFTA, 
particularly  Articles  309  and  316,  the  sovereignty  of  countries  to  regulate  the  export 
of  natural  resources  is  severely  curtailed.  In  fact,  Article  316  goes  much  further 
than  GATT  by  assuring  perpetual  access  to  other  party's  resources,  notwithstanding 
domestic  shortages,  for  as  long  as  those  resources  last.  A  particularly  serious  prob- 
lem in  this  regard  is  the  prospect  that  NAFTA  could  be  used  to  compel  major 
interbasin  transfers  of  water  despite  existing  water  management  regimes.  The  pro- 
tocol, thus,  must  explicitly  provide  that  all  parties  possess  unfettered  authority  to 
embargo  natural  resource  exports  for  legitimate  conservation  ends. 

A  related  problem  centers  upon  the  impact  of  NAFTA's  intellectual  property 
framework  on  efforts  to  protect  the  biological  diversity  of  this  continents 
ecosystems.  The  protocol  should  ensure  that  equal  -protection  be  afforded  to  both 
the  "stewards"  or"owners"  of  biological  resources,  including  indigenous  and  minority 
peoples,  as  well  as  to  patent  holders. 

To  help  deal  with  wildlife  habitat  conservation  in  particular,  we  propose  that  the 
Convention  on  Nature  Protection  and  Wildlife  Preservation  in  the  Western  Hemi- 
sphere be  revitalized  and  specifically  linked  to  NAFTA  so  that  acceding  countries 
to  NAFTA  make  specific  accommodations  to  habitat  protection  within  their  borders. 

Government  Procurement 

The  use  of  preferential  purchasing  policies  is  an  important  tool  that  has  been  used 
by  governments  at  all  levels  to  create  markets  for,  and  encourage  the  development 
of,  green  technology  and  environmentally  sound  products.  Under  Chapter  10  of 
NAFTA,  such  green  procurement  initiatives  are  vulnerable  to  challenge.  For  in- 
stance, under  the  CUSFTA,  Canadian  paper  manufacturers  have  argued  they  pos- 
sess a  trade  claim  on  the  basis  of  recycled  paper  content  requirements  by  U.S.  gov- 
ernments. Thus,  the  protocol  must  assure  the  rights  of  governments  to  implement 
environmental  purchasing  policies  and  practices  Free  from  the  threat  of  trade  sanc- 
tions. 

The  "Necessary"  Test  and  Other  Problematic  NAFTA  Language 

Like  many  other  NAFTA  provisions,  Chapter  21*3  environmental  "exceptions"  in- 
corporate GATT  terminology  and  jurisprudence.  Unfortunately,  recent  GATT  panel 
decisions  have  interpreted  the  term  "necessary  to  protect  human,  animal  or  plant 
life  or  health"  as  requiring  "necessary"  measures  to  oe  "least-GATT"  or  "least-trade" 
restrictive.  Under  this  standard,  many  present  federal  and  state  measures  could  be 
found  to  be  NAFTA-i  neon  si  stent — from  bans  on  the  trade  in  elephant  ivory  to  state 
recycling  programs.  The  environmental  exceptions  in  NAFTA,  therefore,  need  to  be 
clarified  and  strengthened  to  ensure  that  the  GATT  jurisprudence  does  not  affect 
the  interpretation  of  NAFTA. 

Also  potentially  problematic  is  NAFTA  Article  903,  which  could  be  read  to  incor- 
porate GATT  provisions  and  jurisprudence  in  a  way  that  diminishes  a  NAFTA  coun- 
try's ability  to  protect  environmental  resources.  Furthermore,  Annex  2004's  allow- 
ance to  seek  dispute  settlement  if  a  party  feels  "any  benefit  it  could  reasonably  have 
expected  to  accrue  it  *  *  *  is  being  nullified  or  impaired"  invites  attack  upon  U.S. 
standards.  Similarly,  the  "based  on"  language  of  Articles  754,  755,  757,  and  905 
could  needlessly  threatens  U.S.  laws  like  the  Delaney  clauses.  Here  again,  a  clarify- 
ing standard  should  be  adopted  in  the  protocol  that  protects  all  U.S.  environmental, 
health,  and  safety  standards,  as  long  as  they  are  not  arbitrary,  discriminatory,  or 
disguised  trade  barriers. 

Sustainable  Development 

While  we  laud  the  goal  of  "sustain-able  development"  in  NAFTA's  preamble,  we 
would  like  to  see  the  goal  of  sustainable  development  made  binding,  and  appear  in 
Article  102'8  Objectives.  By  truly  integrating  the  concept  of  sustainability  into  this 
protocol,  the  NAFTA  parties  will  establish  an  environmental  benchmark  for  hemi- 
spheric trade  and  development. 

THE  NORTH  AMERICAN  COMMISSION  ON  TEE  ENVIRONMENT  (NACE) 

We  support  a  NACE  that  will  possess  investigative,  monitoring,  and  enforcement 
powers  lor  all  present  and  future  parties  of  NAFTA,  as  well  as  serve  as  a  mecha- 
nism for  meaningful  public  participation.  A  strong  NACE  would  not  only  enable  the 
NAFTA  parties  to  jointly  increase  the  use  and  implementation  of  beneficial  environ- 
mental health,  and  safety  measures,  but  also  provide  an  effective  mechanism  for 
identifying  and-addressing  degrading  activities  that  create  unfair  competitive  ad- 
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vantages  or  result  in  trade  distortions.  All  activities  of  the  NACE  described  will  be 
public,  except  where  explicitly  provided  otherwise. 

Structure  of  the  NACE 

Following  are  some  practical  recommendations  regarding  the  structure  and  func- 
tions of  the  NACE. 

NACE  Commission 
The  Commission  should  ultimately  be  responsible  for  all  functions  of  the  NACE. 
Each  NAFTA  party  should  have  the  right  to  appoint  one  NACE  Commissioner  who, 
together  with  the  other  NACE  Conunissioners,  will  possess  authority  to  effectively 
implement  NACE  policies  and  perform  NACE  functions.  We  suggest  that  the  opera- 
tive voting  norm  for  NACE  be  a  majority.  The  U.S.  NACE  Commissioner,  equipped 
with  a  staff,  should  be  selected-by  the  President  with  Senate  confirmation. 

NACE  Secretarial 
A  permanent  and  independent  Secretariat  should  also  be  created  in  order  to  real- 
ize NACE's  substantial  mandate.  Thus,  we  recommend  establishing  a  head  of  the 
Secretariat  (Secretary  General).  The  Secretary  General,  with  staff,  should  possess 
responsibility  for  implementing  the  environmental,  health  and  safety  provisions  of 
the  NAFTA  package,  though  national  courts  would  retain  concurrent  jurisdiction  to 
enforce  standards  m-their  own  courts.  The  Secretariat  should  also  be  responsible  for 
submitting  an  annual  public  report  to  the  parties  on  its  various  duties. 

Roster  of  Dispute  Panelists 
The  Commission  should  establish  a  roster  of  environmental,  conservation,  health, 
and  safety  experts  with  appropriate  trade  background  for  dispute  resolution  under 
NACE. 

NACE  Public  Advisory  Committee 
We  suggest  a  Fhablic  Advisory  Committee  be  formed,  made  up  of  four  representa- 
tives from  each  country  and  one  representative  selected  by  the  Secretariat.  The  four 
U.S.  representatives  should  be  picked  by  the  President,  and  must  include  at  least 
two  inoividuals  from  non-profit  environmental,  conservation,  health,  and  safety 
groups. 

Functions  of  the  NACE 
Dispute  settlement 
An  effective  NACE  must  be  empowered  with  the  authority  to  engage  in  two  dis- 
tinct.prongs  of  dispute  resolution: 

NACE  must  be  able  to  effectively  dismiss  complaints  that  attack  laws  whose 
sole  purpose  is  to  advance  legitimate  environmental,  health,  safety,  or  conserva- 
tion laws.  The  protocol  should  provide  that  challenges  to  laws  implicating  envi- 
ronmental, health,  and  safety  protections  should  be  referred  to  the  NACE. 
Where  the  NACE  finds  that  the  sole  purpose  and  effect  of  a  challenged  party's 
measure  is  to  advance  a  legitimate  environmental,  health,  or  safety  goals  such 
a  finding  shall  be  referred  to  the  NAFTA  dispute  process  for  the  dismissal  of 
the  complaint.  Where  the  NACE  finds  that  the  complained  of  measure  is  not 
in  full  a  legitimate  environmental,  health,  or  safety  measure,  the  NAFTA  dis- 
pute may  continue,  according  the  findings  6f  the  NACE  great  deference  in  mak- 
mg  its  environmental,  health,  safety,  or  conservation  determinations  on  the  ap- 
plication of  NAFTA's  provisions.  This  process  will  ensure  that  legitimate  protec- 
tions are  insulated  from  trade  challenges,  without  compromising  the  ability  of 
the  parties  to  address  NAFTA-inconsistent  protectionist  trade  measures. 

The  NACE  dispute  settlement  procedure  should  also  be  the  mechanism  for 

NAFTA    environmental,    health,    and    safety    enforcement.    Disputes    may    be 

brought  by  NAFTA  parties  or  the  public  involving  environmental,  health,  or 

safety  issues  before  the  Commission.  The  Commission  should  determine  which 

cases  shall  be  directly  referred  to  a  NACE  dispute  panel.  In  cases  where  the 

Commission  declines  a  matter,  the  Public  Advisory  Committee  should  possess 

authority  to  compel  the  dispute  resolution  under  NACE.  The  Public  Advisory 

Committee  shoula  also  possess  authority  to  bring  complaints  to  NACE  directly. 

U.S.  implementing  legislation  should  specifically  acknowledge  the  right  of  U.S. 

citizens  and  groups  to  sue  in  federal  court  to  invoke  trade  measures  or  other 

appropriate  sanctions  for  violation  of  U.S.  standards.  NACE  should  only  enforce 

a  party's  own  standards. 

If  a  dispute  panel  verifies  a  complaint  by  a  party  or  individual,  then  that  party 

or  individual    should   be   entitled  to   pursue   tne  "snap-back"   tariff  provisions   of 

NAFTA's  Chapter  8  through  the  complainant's  domestic  trade  agency.  If  a  dispute 
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panel  determines  that  a  party  or  individual  has  suffered  an  environmental,  con- 
servation, health,  or  safety  injury  as  a  result  of  lax  enforcement  in  another  country, 
yet  no  trade  injury  exists,  then  NACE  should  possess  the  authority  to  levy  a  fine 
upon  the  violating  entity.  Mechanisms  should  be  developed  to  enable  monies  col- 
lected through  the  dispute  process  to  be  used  for  environmental  compliance. 

Investigation 

We  believe  the  NACE  must  possess  authorityto  investigate  environmental,  con- 
servation, health,  and  safety  matters  in  all  NAFTA  countries.  The  NACE  should  be 
able  to  commence  an  investigation  on  its  own  initiative  or  at  the  request  of  the  Pub- 
lic Advisory  Committee,  the  public,  or  a  NAFTA  party. 

Monitoring 

The  Secretariat,  in  cooperation  with  the  NACE  Commissioners,  should  also  pos- 
sess authority  to  monitor  the  condition  of  the  NAFTA  parties'  general  environment. 
Consequently,  the  Secretariat  should  possess  the  autnority  to  obtain  information 
form  the  NAJTA  parties'  government  and  the  general  public. 

NAFl^A  Amendments  and  Accession 
Because  of  the  significant  impacts  that  either  NAFTA  amendments  or  accession 
would  have  upon  the  environment,  the  NACE  Commission  should  make  rec- 
ommendations to  the  parties  on  these  matters.  Any  new  party  to  the  NAFTA  should 
be  required  to  accede  to  the  whole  NAFTA  package  and  submit  a  report  to  the 
NACE  on  its  environmental,  health,  and  safety  protection  schemes,  as  well  as  the 
enforcement  of  those  protections.  These  reports  could  be  revised  by  all  NAFTA 
parties-  at  regular  intervals  thereafter. 

Cooperative  efforts 
We  further  suggest  the  NACE  promote  cooperative  efforts  among  NAFTA  parties 
relating  to  trade  and  its  environment,  health,  and  safety  implications  for  technology 
transfer,  technical  assistance,  training,  and  education  programs.  Several  successful 
coop)erative  ventures  between  NAFTA  parties  have  already  conmnenced.  The  poten- 
tial in  exporting  U.S.  technological  expertise  will  not  only  enhance  enforcement  ef- 
forts in  other  countries,  but  will  also  generate  a  significant  number  of  American 
jobs. 

We  appreciate  the  opportunity  to  brief  you  on  these  matters  and  look  forward  to 
working  with  you  over  tne  coming  months  and  years.  We  hope  that  the  protocol  out- 
lined in  this  letter  is  merely  the  Beginning  of  a  larger  process  to  incorporate  sound 
environmental  oversight  into  the  NAFTA  process.  Please  do  not  hesitate  to  contact 
us  if  you  have  any  questions. 

Defenders  of  Wildlife;  Center  for  International  Environmental  Law 
(CIEL);  Friends  of  the  Earth;  Sierra  Club;  Public  Citizen;  The  Hu- 
mane Society  of  the  United  States;  Humane  Society  International;  In- 
stitute for  Agriculture  and  Trade  Policy;  Center  for  Rural  Affairs;  Na- 
tional Family  Farm  Coalition;  Earth  Island  institute;  Marine  Mam- 
mal Fund;  Animal  Protection  Institute;  Rainforest  Action  Network; 
Whale  and  Dolphin  Conservation  Society;  Performing  Animal  Welfare 
Society  (PAWS);  The  Fund  for  Animals;  Environmeutal  Investigation 
Agency;  Environmental  Solutions  International;  International  Pri- 
mate Protection  League;  N.Y.  Public  Interest  Research  Group,  Inc.; 
Community  Nutrition  Institute;  National  Toxics  Campaign  Fund; 
North  America  Project,  World  Policy  Institute;  and  Greenpeace  U.S. 

Senator  Kj<]iiRY.  Thank  you  very  much. 

I  think  both  of  your  testimonies  are  very  astute  and  important. 
These  are  areas  where  everyone  is  feeHng  their  way  a  Httle  bit,  be- 
cause they  are  new  to  the  debate  with  respect  to  trade;  but  increas- 
ingly, I  think,  they  are  critical,  unavoidable,  and  they  are  going  to 
be  forced  on  us.  And  so  it  behooves  us  to  really  try  to  understand 
the  implications,  and  put  them  front  and  center. 

As  I  listened  to,  Mr.  Spriggs,  your  testimony  on  the  wage  dis- 
equilibrium, and  the  advantages  and  disadvantages  of  companies 
accordingly,  I  am  reminded  that  in  the  past  I  guess  people  have  al- 
ways looked  at  the  less  developed  countries'  starting  place  as  part 
of  the  order  of  things,  and  assumed  that  there  is  going  to  be  an 
automatic  process  by  which  people  earn  workers'  rignts,  compensa- 
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tion,  safety  standards,  and  so  forth.  But  it  cannot  be  expected  over- 
night, it  is  assumed. 

You  cannot  approach  this  with  the  notion  that  they  are  going  to 
rapidly  harmonize  up.  Is  that  a  fair  assumption?  I  suppose  I  ask 
that  as  a  devil's  advocate,  do  we  not  have  to  really  take  into  ac- 
count the  transitional  processes,  culturally  and  politically,  of  some 
of  these  countries,  and  not  have  an  unfair  set  of  expectations  im- 
mediately? 

Mr.  Spriggs.  Well,  I  think  a  lot  of  that  was  dominated  by  theo- 
ries of  what  would  be  an  appropriate  development  path.  And  a  lot 
of  people  believe  that,  because  these  countries  were  labor-intensive 
countries,  that  they  would  use  labor-intensive  technologies,  and 
that  slowly  they  would  build  up  to  where  they  would  compete  with 
us  on  capital-intensive  goods. 

But  what  has  happened  is,  as  Professor  Thurow  was  pointing  out 
with  international  capital  markets,  they  are  doing  that  right  away. 
So,  they  are  already  on  us,  in  an  engineering  sense. 

Senator  Kerry.  So,  in  other  words,  you  have  got  these  companies 
in  China,  or  Costa  Rica,  or  Taiwan  or  wherever,  where  they  are 
just  transplanting  the  exact  same  job  that  was  done  in  Boston  or 
in  Lowell.  And  so,  your  argument  is:  If  the  skill  level  is  sufficient, 
if  the  job  product  is  the  same,  if  thev  are  sitting  there  doing  the 
exact  same  thing  the  person  in  Lowell  was  doing,  there  is  a  right 
to  expect  that  they  ought  to  be  living  up  to  a  higher  standard  with 
respect  to  the  other  parts  of  the  production  process. 

Mr.  Spriggs.  That  is  right. 

Senator  Kerry.  Production  is  not  just  making  the  goods,  produc- 
tion is  also  the  standards. 

Mr.  Spriggs.  That  is  right.  But  I  think,  you  know,  you  did  raise 
a  valid  point  before,  in  terms  of  cultural  differences.  I  mean,  a  lot 
of  what  goes  on  in  the  United  States  is  part  of  our  culture.  And 
so  the  force  of  American  labor  unions,  while  it  has  diminished,  cer- 
tain principles  still  guide  the  way  that  we  think  workers  ought  to 
be  treated  in  this  country. 

Senator  Kerry.  Clearly  locked  doors  at  a  Thailand  plant  are 
something  you  can  probably  make  an  argument  about,  but  with  re- 
spect to  all  of  our  requirements  about  OSHA,  there  is  a  lot  of  dis- 
agreement in  this  country,  too,  with  respect  to  workman's  comp, 
etc.  Another  country  might  turn  to  you  and  say,  "Hey  look,  if  you 
guys  want  to  pay  that  amount  of  money  to  your  people,  that  is  your 
choice.  But  we  just  do  not  want  to,  and  we  are  not  going  to."  Then 
what? 

Mr.  Spriggs.  Well,  I  think  we  have  to  look  at  workers'  rights 
within  the  context  of  what  are  the  workers  able  to  bargain  for 
themselves?  And  I  think  that  is  really  the  issue  that  makes  the 
issue  different  from  just  the  specifics. 

Senator  Kerry.  Well,  again,  they  do  not  have  a  union. 

Mr.  Spriggs.  That  is  right. 

Senator  Kerry.  So,  not  having  a  union,  which  was  a  hard  fought 
matter  in  this  country  also,  they  may  say  to  you,  "We  do  not  want 
to  have  that  either."  And  we  have  got  a  lot  of  people  in  this  country 
who  say  something.  Only  11  percent  of  our  workforce  is  unionized 
today.  And  the  reason  that  people  are  choosing  in  many  companies 
not  to  unionize  is  that  the  corporate  ethic  has  really  changea  sufifi- 
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ciently  so  that  employers  provide  those  benefits  anyway,  or  they  do 
not  think  they  will  have  a  workforce.  Is  that  correct? 

Mr.  Spriggs.  That  is  right,  to  an  extent  that  is  right.  I  mean, 
that  is  part  of  what  keeps  American  unionization  low.  I  think  that 
we  also  have  some  problems  with  our  own  labor  code  and  our  own 
workers'  rights,  as  well. 

But  the  issue  is,  what  do  you  do  if  a  country  says  to  you  that 
you  have  these  standards  because  you  are  the  United  States,  and 
we  do  not  want  your  standards,  or  we  do  not  agree  with  your  politi- 
cal system?  I  think  we  should  have  the  same  type  of  response  that 
we  have  to  have  with  any  other  type  of  subsidy;  that  if  the  subsidy 
is  in  the  form  of  workers  not  bemg  able  to  get  wages  that  reflect 
their  productivity,  so  that  the  unit  labor  costs  of  operating  in  that 
country  are  lower,  so  that  their  companies  are  given  a  competitive 
advantage,  whether  that  subsidy  comes  from  low  wages,  or  whether 
the  Grovernment  says,  look,  we  will  just  give  companies  $50,000,  I 
mean,  it  is  a  subsidy.  So,  I  think  our  response  has  to  be  the  same. 

Senator  Kerry.  Is  it  really?  I  mean,  was  it  a  subsidy  when  folks 
down  in  South  Carolina,  North  Carolina,  et  cetera,  worked  at  a 
lower  wage  than  people  in  Lowell  and  Lawrence,  and  our  mills 
went  south? 

Mr.  Spriggs.  Well,  there  you  are  right,  we  had  different  wage 
levels,  but  we  did  play  by  the  same  set  of  rules,  in  terms  of  having 
a  national  wage.  Tnere  is  no  way  that  you  could  get  someone  today 
to  work  for  less  than  $4.25,  because  we  had  the  Federal  minimum 
wage  to  cover  interstate  commerce  activity.  So,  at^least  there  are 
some  floors  to  which  we  agree.  Now,  those  floors  may  be  so  low 
that  they  create  big  gaps  within  our  own  country,  and  that  is  true, 
and  that  has  created  the  type  of  movement  that  you  are  mention- 
ing. 

Senator  Kerry.  But  you  cannot  take  a  country  whose  economy 
is  at  a  certain  level,  and  suddenly  disequilibrate  it  to  the  point  that 
they  are  going  to  pay  a  wage  that  the  economy  does  not  bear.  I 
mean,  there  is  no  market  force  in  that;  there  is  no  market  sustain- 
ability,  either. 

Mr.  Spriggs.  Well,  no.  That  is  the  point.  The  wages  of  these 
workers  does  not  reflect  low  productivity.  A  certain  portion  of  their 
wage  does  reflect  this  huge  pool  of  workers  who  are  available  for 
work,  but  cannot  get  into  the  modern  sector  because  it  is  not  big 
enough.  But  another  portion  of  their  wage,  their  low  wage,  is  re- 
flective of  their  inability  to  get  wages  closer  to  their  productivity 
increases.  So  that  Mexican  workers,  who  are  in  a  factory  run  by 
an  American  company,  who  make  engines  as  productively  as  their 
American  counterpart,  cannot  organize  in  a  way  to  bid  that  wage 
up  anywhere  close  to  the  U.S.  wage  level. 

Senator  Kerry.  How  do  you  think  you  integrate  these  kinds  of 
differentials  into  GATT  policy,  without  infringing  on  sovereignty, 
and  so  forth? 

Mr.  Spriggs.  Well,  I  think  as  we  see  the  way  in  which  trade  ac- 
tually gets  conducted,  we  see  there  are  very  few  things  which  real- 
ly are  or  can  be  left  as  domestic  issues.  Because  it  is  the  whole  en- 
vironment that  sets  up  some  of  these  comparative  advantages  that 
countries  are  able  to  create.  So,  I  think  that  we  have  to  step  away 
from  thinking  of  workers'  rights  as  being  some  sovereign  issue. 
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Now,  at  some  point,  of  course,  this  does  cross  over,  because  you 
start  talking  about  human  rights;  and  there  is  a  thin  between  what 
is  a  human  right  and  what  is  a  worker's  right.  And  I  would  agree 
that  that  is  a  difficult  line  to  draw.  If  you  do  not  have  the  right 
of  freedom  of  speech,  it  is  very  hard  to  argue  that  a  union  could 
ever  function.  And  if  there  is  not  a  recognized  sense  of  freedom  of 
speech,  then  saying  that  the  country  has  the  right  to  organize 
would  be  pointless. 

Senator  Kerry.  Some  would  argue,  as  they  have — and  this  is 
why  I  asked  you  about  why  the  Bush  administration  stayed  away 
from  it — that  this  is  such  a  slippery  slide,  that  once  you  get  on  it, 
you  just  cannot  get  anywhere,  you  cannot  find  definitions.  Would 
you  agree  with  that? 

Mr.  Spriggs.  No,  I  would  not  agree  with  that.  I  mean,  there  are 
many  countries  who  have  already  signed  onto  more  of  the  ILO  con- 
ventions than  the  United  States.  Many  of  them  are  these  same  less 
developed  nations. 

Senator  Kerry.  Are  they  enforcing  them? 

Mr.  Spriggs.  No,  they  are  not  enforcing  them.  That  is  where  we 
have  to  take  things  to  the  next  level,  which  is  to  get  them  to  en- 
force what  it  is  that  they  at  least  say  they  agree  to.  However,  I 
think  we  have  a  framework  from  which  we  can  begin  the  dialog. 
And  that  is  that  people  do  seem  to  basically  agree  with  what  are 
acceptable  worker  rights.  We  have  to  use  that  framework  to  start 
the  hard  part,  and  that  is,  how  do  you  get  people  to  agree  to  en- 
force them  in  a  meaningful  way? 

But  if  we  leave  that  to  chance,  then  I  think  what  we  leave  to  our 
own  workers,  is  this  continued  type  of  pressure  that,  well,  we  can- 
not have  that  in  our  American  labor  code  because  it  will  make 
American  companies  less  competitive.  We  faced  this  with  the  Fam- 
ily Medical  Leave  Act,  even  though  other  industrialized  nations 
have  paid  leave — even  Mexico  has  paid  leave — and  we  are  going  to 
face  that  with  the  striker's  rights  bill. 

Senator  Kerry.  Let  me  ask  you,  Mr.  Housman,  on  the  same  line, 
with  regard  to  the  NAFTA  side  agreements,  people  say,  defeat  the 
concept  of  having  a  free  trade  agreement;  and  that  you  are  basi- 
cally also  beginning  to  tread  on  sovereignty  issues.  What  is  your 
response  to  that? 

Mr.  Housman.  I  think  that  line  of  analysis — which  runs  along 
the  lines  of  first  we  are  much  abetter  off  with  a  NAFTA  than  with- 
out a  NAFTA;  and  then,  second,  do  not  let  NAFTA  collapse  under 
its  own  weight — totally  misses  the  point. 

The  point  lies  in  ensuring  that  this  agreement  meets  the  stand- 
ards that  we  set  out  for  it.  I  do  not  think  the  standard  we  set  for 
the  NAFTA  should  be  a  baseline  standard  of  is  this  agreement  bet- 
ter than  no  agreement.  The  standard  should  be:  Does  this  agree- 
ment achieves  our  goals? 

I  harken  back  to  my  days  in  college  and  in  law  school.  I  never 
was  happy  with  a  C.  I  always  at  least  sought  after  an  A.  I  may 
not  have  always  achieved  it,  but  I  at  least  sought  after  an  A.  To 
say  that  we  are  willing  to  accept  a  C  agreement,  because  that  is 
the  best  we  can  do,  is  shortsighted. 

Senator  Kerry.  What  do  you  say,  from  a  philosophical  approach, 
to  the  sovereignty  issue  in  terms  of  both  legal  and  political  terms; 
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Mr.  HOUSMAN.  As  to  sovereignty,  I  think  sovereignty  is  an  inter- 
esting concept  right  now.  It  has  become  what  "national  security" 
was,  during  the  1970's  and  1980's.  It  is  a  catch  phrase  for  the  sta- 
tus quo.  Whenever  you  want  to  justify  inaction,  you  say  "national 
sovereignty."  Anybody  who  wants  to  read  through  the  NAFTA  it- 
self— and  it  is  a  wonderful,  wonderful  sedative — anybody  who 
wants  to  read  through  the  agreement  itself  can  see  countless  areas 
where  the  agreement  treads  freely  upon  sovereignty. 

The  IPR  section,  which  was  just  discussed  a  moment  ago  by  Mr. 
Spriggs,  is  all  about  getting  Mexico  to  recast  its  entire  judicial  sys- 
tem in  the  IPR  area.  If  that  is  not  an  intrusion  upon  sovereignty, 
I  do  not  know  what  is. 

We  give  up  sovereignty  in  trade  agreements  because  we  think 
there  are  other  benefits.  Now,  some  people  want  to  limit  those  ben- 
efits to  solely  trickle-down  economic  benefits,  and  that  is  precisely 
what  President  Clinton,  during  the  campaign,  campaigned  against; 
against  trickle-down  economics,  and  a  failed  system. 

I  think  the  value  of  this  hearing  is  to  help  us  move  away  from 
that  narrow  mindset,  to  think  about  how  we  can  expand  our  notion 
of  economic  policy.  And  so,  sovereignty  is  a  wonderful  concept,  but 
this  concept  is  changing  and  evolving  as  well. 

Senator  KERRY.  That  raises  the  issue,  obviously,  of  the  reverse 
of  what  happens  to  us  under  these  agreements.  Under  the  GATT 
agreement  on  the  tuna/dolphin  steps  that  we  took,  that  I  had  spon- 
sored in  this  committee,  we  tried  to  take  action  to  protect  some- 
thing that  we  saw  as  a  major  environmental  issue.  And  under  arti- 
cle 20  of  GATT,  I  personally  believe  it  is  permissible  to  protect  and 
conserve  human  life  and  other  life.  GATT,  obviously,  in  its  prelimi- 
nary panel,  has  ruled  against  us;  and  the  implications  are  fore- 
boding. 

What  about,  generally  speaking,  the  fears  that  a  lot  of  environ- 
mental groups  and  others  have,  with  respect  to  the  possibility  that 
some  of  these  agreements  will  drag  our  standards  down?  Is  that  a 
real  threat?  And  do  you  see  that  in  both  agreements? 

Mr  HousMAN.  If  you  look  at  what  is  occurring,  I  think  it  defi- 
nitely is  a  real  threat.  I  am  not  a  doomsday  advocate,  though. 

Senator  Kerry.  Well,  here  is  an  example:  If  GATT  finally  ruled 
against  us  on  this,  we  then  have  to  change  our  law  with  respect 
to  protection  of  tuna,  of  the  dolphin. 

Mr.  HousMAN.  Or  suffer  trade  retaliation.  Exactly.  It  is  not  iust 
big,  wonderful  sea  mammals  that  are  at  stake  here.  The  next  chal- 
lenge is  to  our  CAFE  standards,  Corporate  Average  Fuel  Economy 
Standards.  After  that,  it  may  be  export  restrictions  in  the  Pacific 
Northwest  that  are  threatened.  After  that,  it  might  be  the  adminis- 
tration's energy  tax  proposal. 

These  trade  rules  serve  much  like  the  tax  code,  they  affect  all 
sorts  of  behavior.  It  is  important  to  recognize  that  fact.  And,  as  you 
said,  there  is  a  threat  that,  if  improperly  conceived,  these  rules  can 
serve  to  drag  us  down  along  with  the  rest  of  the  world.  I  think  that 
there  are  several  things  that  can  be  done  about  it.  One  of  the 
things  is  to  look  at  the  standards  section  of  the  Uruguay  Round, 
and  make  a  real  go  at  correcting  them.  Otherwise,  they  will  lock 
in  precisely  the  type  of  bad  jurisprudence  that  you  have  already 
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discussed  today,  and  that  you  have  already  spoken  eloquently  on 
in  the  past  about  the  need  to  redress. 

Senator  Kerry.  Well,  gentlemen,  unfortunately  the  clock  is  run- 
ning on  us,  and  I  have  got  to  go  over  to  this  conference.  And  we 
are  only  scratching  the  surface  on  this,  which  is  all  we  will  do  in 
this  effort,  at  least  initially. 

But  we  are  going  to  continue  to  do  this.  I  think  the  chairman's 
presence  here  today  is  indicative  of  the  fact  that  the  committee  as 
a  whole,  and  the  subcommittee,  intend  to  really  try  to  raise  this 
issue  to  a  higher  level  of  scrutiny  now;  all  of  the  issues  that  we 
have  discussed  today. 

You  cannot  talk  about  the  job  loss  in  this  country,  or  the  other 
priorities  that  we  have,  among  them  the  environment,  et  cetera, 
without  confronting  these  issues.  And  frankly,  we  have  avoided  a 
confrontation  with  these  issues  in  a  wholesale,  frightening  way 
these  past  years,  notwithstanding  prior  warnings. 

This  committee's  hearing  today  is  not,  and  does  not  pretend  to 
be,  the  first  heralding  of  these  warnings.  On  the  other  hand,  what 
we  are  trying  to  do  is  say  this:  We  are  going  to  be  a  lot  more  ag- 
gressive about  trying  to  put  this  agenda  on  the  table  and  begin  to 
understand  it. 

It  is  very,  very  clear  to  me  that  we  are  heading  down  a  crisis 
road,  the  proportions  of  which  we  really  have  not  yet  defined,  and 
maybe  do  not  understand.  If  we  do  not  begin  to  grapple  with  some 
of  these  issues,  we  are  going  to  have  a  political  cauldron  burning 
around  us  in  this  country,  for  the  unemployed,  and  the  under- 
employed, and  the  others  who  are  saying,  'What  the  hell  hap- 
pened?" 

And,  unless  we  begin  to  take  arms  against  the  practices  of  these 
other  countries,  who  are  voracious  in  their  appetite  and  clear  in 
their  strategy,  I  just  see  worse  things  down  the  road.  As  Lester 
Thurow  said,  every  $45  billion  of  that  trade  deficit  is  1  million  jobs 
of  Americans,  that  have  gone  overseas.  And  for  those  that  are 
watching  closely,  there  is  not  a  lot  replacing  it  today. 

Therefore,  we  had  better  really  think  hard  about  this  trade  struc- 
ture within  which  we  are  operating.  And  I  do  not  think  it  is  suffi- 
cient merely  to  quote  Adam  Smith  with  high  hopes  that  people  are 
going  to  live  by  those  standards,  when  we  know  very  well  over  the 
fast  years  they  simply  are  not.  It  is  that  simple. 

Now  there  are  new  ingredients,  and  for  that  reason  we  wanted 
to  have  this  panel,  and  you  have  well  articulated  them;  and  your 
written  testimonies  are  very  articulate  statements  of  these  impera- 
tives. If  we  are  going  to  talk  about  sustainable  development,  if  vve 
are  going  to  deal  with  deforestation  of  the  Amazon,  our  own  virgin 
forests,  Thailand,  Philippines,  Guatemala,  Central  America,  and  a 
host  of  other  forests  that  are  disappearing,  we  clearly  need  to  be 
talking  about  alternatives  and  other  methods  of  dealing  with  these 
issues. 

Now,  I  am  not  going  to  pretend  to  you  that  the  market  is  not 
going  to  deal  with  that  somehow,  at  some  point.  It  is.  When  you 
do  not  have  any  trees,  something  else  will  take  its  place.  But  the 
problem  is  that  the  implications  for  flooding,  for  disease  transmit- 
tal, for  CO2  and  global  warming,  with  the  loss  of  those  trees,  is 
simply  unacceptable.  And,  unless   we  arrive  at  some   ingredient 


BOSTON  PUBLIC  LIBRARY 


94        3  9999  05982  159  3 

within  our  trade  regimen  that  talks  about  these  things,  we  are  not 
beginning  to  grapple  with  the  problem. 

So,  I  thank  you  for  helping  this  committee  to  dig  into  this  a  little 
bit,  and  we  will  continue  this  process  as  the  days  and  months  go 
on.  And  I  thank  you  very  much  for  being  here. 

We  stand  adjourned. 

[Whereupon,  at  1:25  p.m.,  the  hearing  was  adjourned.] 


APPENDIX 


Prepared  Statement  of  Senator  Pressler 

Mr.  Chairman,  I  want  to  thank  you  for  holding  this  hearing  on  U.S.  competitive- 
ness in  the  global  marketplace.  Being  competitive  in  world  markets  is  key  to  the 
future  economic  growth  of  the  United  States. 

No  longer  is  world  supremacy  based  on  military  strength.  Instead,  super-power 
status  will  be  determined  on  the  economic  playing  field.  This  is  symbolized  in  cur- 
rent U.S.-Japan  trade  disputes,  it  also  is  exemplified  in  U.S.  efforts  to  reduce  the 
abusive  use  of  export  subsidies  by  the  European  Community,  which  literally  has 
robbed  the  United  States  of  many  of  its  historic  markets. 

Flexing  regional  economic  muscle  is  evident  in  the  drive  to  create  world  trading 
blocs — the  most  obvious  being  the  EC,  the  U.S. -Canada  Free  Trade  Agreement,  and 
the  proposed  North  American  Free  Trade  Agreement  (NAFTA).  The  United  States 
must  remain  competitive  if  we  are  to  succeed  in  the  world  marketplace. 

As  the  world  enters  the  21st  century,  the  future  economic  growth  of  the  world's 
developing  countries  and  lesser-developed  countries  will  largely  be  determined  dur- 
ing the  current  negotiations  for  a  new  General  Agreement  on  Tariffs  and  Trade 
(GATT).  What  concessions  are  afforded  those  countries  will  determine  their  opportu- 
nities of  becoming  fully  developed  and  economically  independent. 

Many  decisions  will  be  made  this  year  by  Congress  that  will  determine  how  well 
the  United  States  will  fare  in  the  world  marketplace  of  the  21st  century.  Most  nota- 
bly Most-Favored-Nation  status  for  China,  NAFTA,  a  new  GATT,  and  trade  opportu- 
nities in  the  former  Soviet  Union. 

The  stakes  are  tremendous.  Every  billion  dollars  worth  of  manufactured  exports 
means  20,000  U.S.  jobs.  Every  billion  dollars  worth  of  U.S.  agricultural  exports  sus- 
tain 26,0()0  American  jobs. 

What  steps  or  actions  are  needed  to  enhance  the  demand  for  U.S.  products?  How 
best  can  the  United  States  counter  being  placed  at  a  competitive  disadvantage  when 
foreign  governments  promote  specific  industries,  whether  it  is  agriculture  or  the  Eu- 
ropean aircraft  consortium  Airbus  Industrie? 

1  look  forward  to  hearing  the  testimony  that  is  being  presented  today.  Hopefully, 
many  questions  can  be  answered  by  their  presentations. 
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